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E decade of the thirties marks an abrupt break with tra- 
ditions of monetary and fiscal practice. Most economists 
who advocated bold fiscal measures for stopping deflation 

and initiating recovery, while intolerant toward extremist breth- 
ren who foresaw imminent financial doom, were nowise blind to 
less immediate political dangers in the repudiation of accepted 
fiscal norms. Their misgivings, first aroused by the senseless gold 
policy, were increased by the avalanche of reforms which discour- 
aged investment and inhibited enterprise, by the unrestrained 
political momentum of spending which eventuated in bonus legis- 
lation at the worst possible time, by the surge of aggressive union- 
ism and wage increases in 1937, and especially by the subsequent 
recession which revealed how utterly deficit stimulation had been 
frustrated by other policies and trends. At this point early pro- 
ponents of reflation became divided, as their conservative breth- 
ren had predicted, over policy for the future. One faction, led by 
younger economists close to the administration, found explana- 
tion of the recession merely in fiscal policy and went on solemnly 
to argue for perpetual deficits and uninterrupted increase in the 

* Alvin H. Hansen, Fiscal Policy and Business Cycles. New York: W. W. Norton 
& Co., Inc., 1941. Pp. ix+462. $3.75. 
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federal debt. Their arguments, of course, are heavenly music to 
political leaders as opportunists and to collectivists as strategists. 
Now, from the ranks of older, distinguished economists, comes 
Professor Hansen to argue their case and to espouse their cause. 

Fiscal Policy and Business Cycles has been or will be read by 
every serious student of economics. It would be gratuitous to in- 
dicate attributes of excellence which are as unmistakable as they 
are substantial. Few books in our literature can offer so much in 
terms of useful information and ideas or do more to bring readers 
abreast of important recent inquiry; and few will be found so en- 
gaging in clarity of statement and excellence of style. 

But I come to bury Hansen—albeit respectfully and despair- 
ingly. Praise he will receive elsewhere, for learning and assiduous 
inquiry which merit all praise and because he accepts and applauds 
the powerful political trends of the day. His book is the academic 
apology par excellence for the inner New Deal and ail its works. It 
may well become the economic bible for that substantial company 
of intellectuals, following Keynes and recklessly collectivist, 
whose influence grows no less rapidly in academic circles than in 
Washington. So, as an unreconstructed, old-fashioned liberal, I 
must counterattack as best I can, hoping thereby to diminish 
slightly the impetus which the book must give to trends of thought 
and action which to me seem wholly dangerous. 

Being mainly concerned with issues of practical policy, I cannot 
here do justice to Hansen’s underlying theories or to the (in my 
opinion) devastating case against them. What one finds is a strange 
amalgam of Keynes, Schumpeter, and Spiethoff. The Keynesian 
ingredients are nowise novel or surprising. The Schumpeter ele- 
thents involve propositions which, I would suppose, Schumpeter 
is likely to disown in Hansen’s extreme formulation and which, 
in less extreme form, have long been the object of controversy and 
disagreement which Hansen does nothing to clarify or to resolve. 

Hansen boldly resurrects classical errors of capital theory, ele- 
vating the useful abstraction of the static state to the status of 
actual norm (destination of tendency) of the economic process. 
Free-market capitalism is always tending toward an equilibrium 
position of zero net investment and zero interest rates. Only for- 
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tuitous accidents of invention and discovery prevent attainment 
of such enduring equilibrium, shocking an unwilling structure of 
prices and production into fitful progress and spurts of capital ac- 
cretion. Thus the Keynesian specter (or Elysium) of zero mar- 
ginal efficiency is offered, not as imminent historical prospect, but 
as an indubitable technical characteristic of our economy in the 
past, after every period of boom. Prosperity, induced by innova- 
tion (or by population growth or territorial expansion?) exhausts 
itself naturally by utterly exhausting available investment oppor- 
tunities, leaving only replacement demand (and why that, if mar- 
ginal efficiency is zero?) and no outlet for net savings. But the 
consumption function is intractable. Failing compensatory ac- 
tion, income must drop to a level where saving becomes, not mere- 
ly equal to investment at a low level of investment, income, and 
employment 4d /a Keynes, but simply zero, since net investment 
is technically impossible! All that can usefully be done is (1) to 
draw off redundant savings by governmental borrowing for fi- 
nancing public works or public consumption outlays, (2) to in- 
duce the high degree of liquidity which will facilitate exploitation 
of new investment opportunities when and if they appear, and 
(3) to beseech the gods for another wave of innovations. 

This paraphrase will suggest, if not describe, the cycle theary 
which Hansen vigorously proclaims and leans upon heavily at 
many points. Believing such things, he naturally urges that such 
a theory of dynamic development be incorporated into fundamen- 
tal economic analysis, as co-ordinate with, or superior to, conven- 
tional monetary analysis and relative-price theory. Finding Han- 
sen’s revelations preposterous, I am strengthened in the convic- 
tion that the sooner we quit talking about cycle theory as a major | 
field of inquiry, the better. Economic historians may well try to 
discover, not why we had ups and downs in the past, but why, 
given our monetary arrangements, financial structures, and fiscal 
practices, we had as much stability as we did have. What we need 
now to understand and explain is why our economy of the thirties, 
though flooded with money, failed to revive adequately or to func- 
tion effectively. Bold and novel theories of history are likely only 
to confuse and to distract us at this task. That such tools are not 
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necessary to discerning practical insights is nowhere better evi- 
denced than in the last pages of Schumpeter’s own book,” which, 
if not altogether to my taste in their distribution of emphasis, have 
everything to commend them over applications of “cycle the- 
ories.’”’ Let us leave such theorizing to historians, statisticians, 
and business forecasters, hoping that hard-bitten empiricists will 
turn up still more interesting correlations, while we get about the 
job of diagnosing the important maladjustments and disecono- 
mies of our time. 

Hansen’s chapter xv deserves special attention, both for its 
summary statements of central ideas and because, more than 
other parts of the book, it purports to justify the virtual disregard 
of the price structure and of relative prices, actual or expected, in 
his analysis of the depression phenomenon. This chapter dis- 
tinguishes bluntly between cyclical and structural maladjust- 
ments, maintaining that mitigation of the latter is essential to 
effective long-term allocation of resources but that downward re- 
vision of sticky prices has little to commend it during depressions. 
The supporting argument is that, as regards cyclical maladjust- 
ments, price dispersion or disparities are effects, not causes (which 
seems pompously question-begging), and that the appropriate 
remedy is not reduction of laggard prices and wages but increase 
of investment (a whimsical Keynesism for government spending), 
which, raising income, will raise the flexible prices and repair the 
disparities. 

If nothing were wrong about relative prices at the boom’s end 
(an implausible assumption, implicit throughout and nowhere ex- 
amined), much could be said for this view, i.e., for prompt fiscal 
action which would prevent deflation and keep the “cyclical mal- 
adjustments”’ from arising. But this approach falsifies the posi- 
tion which Hansen purports to attack. The controversial issue re- 
lates to policy—say, in 1933—after long and substantial deflation 
has already occurred and after fiscal reflation is at last under way. 
Should fiscal policy aim at raising sensitive prices to levels con- 
sistent with administered prices and wages of the boom? Or should 
adjustment be sought on both sides, with an intermediate general 

* Business Cycles (New York, 1939), esp. pp. 1032-50. 
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level as a goal? Against the case for reduction of rigid prices in 
this context of policy (as stated, e.g., in Pigou, Economics in 
Practice (London, 1935], pp. 95 ff.) Hansen’s arguments are irrele- ; 
vant and misleading. 

The same may be said for the argument as far as it follows 
Hicks. The bottom of an uncontrolled deflation, for all practical 
purposes, is nonexistent—with adverse expectations causing price 
declines and with the actual declines aggravating expectations, 
etc. It is arguable that, failing positive measures, rigid prices and 
wages may retard deflations and stop them short of where they 
might otherwise go. The point, however, is merely academic and 
likely to mislead, in discussion where the need for fiscal or mone- 
tary counteraction is beyond dispute. 


Combined, however, with monetary and fiscal policy designed to main- 
tain the total volume of consumption and investment expenditures, an 
orderly program of cost-price readjustment does facilitate recovery [p. 322]. 


But why, conceding this, did Hansen write the rest of this chap- 
ter?4 
The extremes of Hansen’s position have to do with the influ- 


3 The argument may throw some light on the origins of recoveries historically; 
but it seems trivial even on that score, as against the fact that deflation, beyond 
some extreme, must involve “negative elasticity of expectations” via political reper- 
cussions in monetary and fiscal policy. 

4 At another pvuint (p. 325) he says: 

“. ... it is equally to be doubted that a realistic solution can be found in price 
reduction designed to bring about expansion of output in various separate industries. 
The individual industry could, indeed, afford to reduce the prices of its commodities 
if it could reasonably assume that it is confronted by an elastic demand situation. 
This, in point of fact, however, is usually not the case This means that a price 
reduction will bring no increase in the dollar volume of sales, while at the same time 
the expanded output clearly results in some increase in the total money cost.” 

What is true here for industries taken one at a time may be (is?) very untrue for 
all or for a considerable number. Certainly, no group in position to control its own 
wages or prices can ordinarily advantage itself by price or wage concessigns; they 
will usually find themselves far short of the ideal pure-monopoly situation. This, 
indeed, is the glaring problem of syndicalist organization. Given a pattern of fiscal 
compensation, all such groups (not to mention the rest of the community) might 
be better off if all made concessions. Competition would compel them, as a group 
of groups, to forgo the privilege of biting off their own noses; but without competi- 
tion there apparently is no means of getting action in the common interest or even 
in the common interest of the monopolists themselves. 
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ence of cyclical maladjustments in the prices and costs of capital 
-~,\goods. Keynesians generally will concede the case for reduction 
during depression of sticky prices and wages in this area; but not 
Hansen. He falls back on his revelation that there are no invest- 
ment opportunities in such periods anyway. If outlets for net in- 
-vestment simply do not exist (in some mystical sense not con- 
: |cerned with prices at all!), price and wage changes will do no 
good. He concedes that reductions will strengthen and accelerate 
recovery, once it is under way; but only the exogenous factors can 
initiate recovery of private investment. 

Being preoccupied with saturation in some mysterious, tech- 
nical sense, Hansen seems never to recognize that prices and wages 
in the capital-goods industries probably become relatively exces- 
sive, under the impact of boom demand, before the crisis arrives— 
i.e., that booms presumably leave the economy with prices and 
wages in these industries too high to permit adequate investment, 
even if other prices were maintained at the boom level. Hansen 
maintains that our problem is primarily one of eliminating de- 
pressions and that boom conditions are an approximation of 
health in the body economic. Earlier economic writing has 
stressed unduly the need for drastic measures in boom periods; but 
truth and wisdom probably lie well short of Hansen’s position at 
the other extreme. Even if one accepts his strange diagnosis, one 
may still argue (as he does at times himself—see pp. 296-97) for 
spreading investment thinner during booms if opportunities are 
going to be exhausted shortly in any case. 

Hansen has long criticized monetary theories of fluctuations as 
narrow and inadequate.’ The semblance of his old position is 
carefully preserved; but the substance is gone entirely. Hansen, 


5’ One perhaps should not begrudge Hansen the rhetorical device of criticizing 
theories instead of theorists; but his critical sallies are too largely directed at 
straw men. Rarely is it possible to identify any important economist with the views 
under attack. Thus advocates of relative-prite adjustment are usually vigorous 
advocates of monetary and fiscal measures as well. Few, if any, would pretend that 
lowering of rigid prices is a sufficient or, by itself, helpful means for stopping defla- 
tion. In any case, Hansen’s difficulties here may perhaps be explained by his own 
penchant for overly simple explanation, which leads him to contrast his position with 
other views, falsely reduced to similar simplicity. 
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judged by his policy proposals, is the extreme advocate of mone- 
tary explanation. If one defines causes as factors which can be 
gotten hold of, as factors peculiarly eligible for corrective or re- 
medial manipulation, then Hansen’s causes are purely monetary. 
To be sure, he distinguishes bluntly between monetary theories 
and savings-investment explanations; but this is distinction with- 
out difference. Keynesian conceptions and formulations are per- 
haps especially congenial to persons of Hansen’s earlier persua- 
sions; but the implication that they are nonmonetary is indeed 
surprising. As monetary theorist, he is, like most of his contem- 
poraries, mainly engaged in formulating propositions which attain 
to generality by not being about anything—propositions which 
describe the monetary functioning of a system which is simply un- 
defined (undefinable?) in its monetary and other aspects.® But he 
has cut through the dilemma of his earlier position, which seemed 
at once to assert that the cycle was our major policy problem and 
that its causes were to be found in exogenous happenings, im- 
mutable and beyond reach of policy. If vestiges of the dilemma 
remain and marks of his struggle with it, Hansen now confidently 
proclaims the efficacy of monetary weapons. 

But another distinction conceals the conversion, namely, dis- 
tinction between monetary and fiscal measures. Hansen, advo- 
cating the latter, thus dissociates himself nominally from mone- 
tary theorists by representing such people as advocates of mere 
central-bank action.’ This provides a lonely category for Mr. 
Hawtrey, while denying classification to those for whom central- 
bank action is a feeble, inadequate, and anomalous implementa- 
tion of monetary policy. If the name at issue be granted to those 
advocating schemes of monetary compensation or stabilization 
which would employ all the borrowing, spending, taxing, and 
issue powers of the central government, then Hansen not only 
belongs among them but stands as an extremist in that company. 

Amid all this confusion about names, however, some real issues 

6 See my review of Hansen, Full Recovery or Stagnation? in Journal of Political 
Economy, XLVII (April, 1939), 272-76. 


7 Chap. iii on “Monetary Policy in the Depression” makes no mention of devalua- 
tion. Following it is a chapter entitled “Fiscal Policy in the Recovery.” 
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may be discerned. Central among these is the choice between 
currency issue (or direct creation of government deposits) and 
ordinary borrowing.* Against straightforward money creation, 
Hansen argues along several lines. First, he fears excessive in- 
crease in money supply (which is dangerous ground for an advo- 
cate of indefinite increase of near-money federal debt, maturities 
unspecified). Second (perhaps not a separate point), he argues 
that continued multiplication of money, pushed to its logical con- 
clusion, ‘‘means, in fact, the gradual ‘euthanasia of the rentier’ ” 
(pp. 178-79), via decline of interest rates. Third, he maintains, 
largely on the eloquent testimony of recent experience, that mak- 
ing money abundant is simply not enough. 

The second point raises many questions, especially as to banks, 
which Hansen does not discuss fully. The use of new currency to 
finance deficits would be a somewhat disturbing innovation in a 
community whose media for payment and for liquid reserves have 
been provided largely by private institutions. It patently re- 
quires that legal reserve requirements (for all banks) be raised 
sufficiently to absorb the reserves provided by new currency— 
which eventually would give us something like the 100 per cent 
reserve system. The problem of bank earnings would indeed be- 
come acute, if interest income were not displaced by systematic 
charges for bank services; but no one doubts that banks could 
effect the displacement or that straightforward charges would be 
conducive to economical use of their services. 

I am not disposed to plead the case for 100 per cent reserves as 
an isolated scheme of financial reconstruction. Such a scheme, in 
principle and for useful application, must be regarded as merely 
one phase or one step in a total reordering of our financial struc- 
ture which aims at virtual elimination of private fixed-money con- 


8 Where I refer to currency issue, many readers will prefer to read “borrowing 
from banks” and, where I refer to borrowing, to read “borrowing from the public,” 
i.e., from individuals and nonbanking enterprises. The issue here does not mainly 
concern the merits of Hansen’s proposals as against my own suggestions for banking 
reform and financial reconstruction (see my “Rules versus Authorities in Monetary 
Policy,” Journal of Political Economy, XLIV (February, 1936], 1-30). For present 
purposes, currency issue is a clearer conception than borrowing from banks, since 
additional currency is rather certain to remain in banks, while bonds may not stay 
put, either physically or as net additions to banking assets. 
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tracts, especially those of short maturity. Hansen commends pro- 
posals for wide extension of equity financing in private enterprise. 
One hundred per cent reserves represents merely consistent, thor- 
oughgoing application of this proposal, with emphasis on that 
class of enterprises which now maintains smallest equity margins 
and shortest-term obligations. If currency issue will promote in- 
stitutional modification of banking, so much the better. 

As regards savings banks and life insurance companies, I cannot 
share Hansen’s fears. The former should be transformed into in- 
vestment-trusts, i.e., into strictly mutual form; and the same may 
be said of life insurance companies as far as concerns the invest- 
ment aspect (the major aspect) of their current business. Pure in- 
surance requires no large reserves; and, in any case, conversion of 
portfolios toward common stocks, as Hansen observes elsewhere 
(pp. 288 f.), is highly desirable. Hansen comes near to saying 
that, to avoid institutional disturbance, the government should 
subsidize such savings institutions, using them to finance its own 
investments and paying them rates which their funds cannot earn 
in private investment. His dislike of issue thus leads him implicit- 
ly to commend savings subsidies and use of governmental powers 


to sustain interest rates. But perhaps I misconstrue his meaning 
here. 


Deeper and more involved issues are raised by the argument 
that currency issue (or “monetary policy’’) is inadequate. Han- 
sen points repeatedly to recent experience which is superficially 
persuasive. Few will question that we did have abundant money 
in the late thirties and high liquidity or that investment lagged 
notwithstanding. Hansen would explain the phenomenon in 
terms of an ebbing tide of innovations, decline of population 
growth, and territorial saturation, i.e., in terms of technical de- 
ficiency or absence of private investment opportunities. Simple 
and convincing explanation is available, however, along other 
lines and without recourse to incredible assumptions, e.g., along 
the lines of the Schumpeter passage mentioned above. 

Here, as with important elements of Keynes, we are faced with 
questions of fact; but the facts required for even tentative an- 
swers are inaccessible and perhaps inscrutable. To refute, as to 
assert, one must rely on vague intuitions and common-sense con- 
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jectures. Let me now indulge in some assertions of my own, if 
only as antidotes to those currently in vogue. 

It is my conviction that, in the sense of potential “‘social yield”’ 
or of marginal efficiency under free-market conditions, investment 
opportunities are and have been nearly limitless. Holding fast to 
Cassel notions,’ I believe that the productivity curve for new cap- 
ital is extremely flat; that investment, proceeding at the maximum 
rate consistent with high thrift, would have little effect for the sig- 
nificant future, even failing large accretions of innovations, on 
yields in this sense. What we need to know is, not actual yields or 
prospective yields at prospective prices and wage rates, but what 
yields would be in a monetarily stable economy, if costs of capital 
assets were purged of monopoly and racketeering elements and if 
assets, once constructed, were reasonably assured of the produc- 
tivity (annual rent yield) which they would have in a free market 
for complementary factors. We need to know, in other words, 
what the marginal efficiency of investment would be, at different 
rates of investment, under an omniscient, benevolent dictator who 
allocated and accounted for resources (whether so remunerating 
their owners or not) on the basis of free-market values (or pro- 
ductivities at full employment). This is a large order for statisti- 
cal inquiry; but, unless substantial confirmation is forthcoming 
from such inquiry, we should be utterly skeptical about novel doc- 
trines which explain our difficulties without reference to politically 
unpalatable or unmentionable facts. 

If there was no real shortage of investment outlets, why did low 
interest rates and abundant money fail recently to induce large 
investment and to eliminate large unemployment? The answer is 
suggested, I believe, by the Schumpeter phrases, “‘social [political] 
atmosphere” and “social drift.”” The period which exhibits this 
fabulous increase in money stocks also witnessed almost revolu- 
tionary change, profoundly adverse to investors and enterprise, 
in the political situation and outlook. In part, this was merely an 
aspect of world-disorder and long-time political trend. Largely, 
however, it was a by-product of particular legislative measures, 
whereby the government and its supporting minorities practi- 

9 G. Cassel, The Nature and Necessity of Interest (London, 1903). 
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cally defied people to invest privately or to behave enter- 
prisingly. Earnings data may suggest that the fears of investors 
were extravagant; but everyone as vicarious investor or enter- 
priser knows they were real. Conservatives differ widely as to 
which measures were most harmful and are often undiscriminating 
in attack. My inclination is to place emphasis overwhelmingly on 
labor policy, which, of course, only accelerated a powerful, pre- 
existing trend. Other legislation invites criticism on many counts; 
but there is good in much of it; and there are no great obstacles to 
modification and revision in the future. In labor policy, however, 
we have sown the wind. Government, long hostile to other mo- 
nopolies, suddenly sponsored and promoted widespread organiza- 
tion of labor monopolies, which democracy cannot endure, can- 
not control without destroying, and perhaps cannot destroy with- 
out destroying itself. There is evidently no means of disciplining’ 
such minorities, once strongly organized, in conformity with the 
public interest or even of disciplining particular organized groups 
in conformity with their own common interests. We face a kind of 
unending economic warfare in which, save for workers with high 
seniority and high qualitative rank, no one’s chances are very 
good, and the residual claimant’s, deplorable. Every new invest- 
ment must seem now like a giving of hostages to organized sellers 
of complementary services, whose costs usually represent, over 
the life of investment assets, a huge multiple of investment. Why 
anyone should now give hostages to the future, undertaking the 
long-term commitments essential to real prosperity, is not easy to 
understand—save in the case of corporate control groups, inter- 
ested in salaries, perquisites of insiders, and power and relative- 
ly unconcerned about dividends. 

The plight of investment is largely an incident of wholesale re- 
straint of internal trade—of racketeering or exploitation. One| 
may be pardoned for stressing an aspect of that situation which 
seems most important at the moment, most likely to become in- 
creasingly serious, and least amenable to legislative correction or 
control. Other monopoly conditions deserve serious attention; 
and other mass minorities (farmers, retailers) become ominously 
powerful. But, however one weighs different aspects, we may per- 
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| haps agree on two points: (1) that monopolistic restraints, labor 
/and other, are highly concentrated in our capital-goods industries 
| (and especially in those which have recovered least since 1928); 
(2) that labor monopoly and the threat of excessive labor costs 
especially characterize our important investment outlets, the 
capital-intensive industries. Any theory of stagnation which dis- 
jtracts attention from such factors renders grave disservice to the 
‘future of government by discussion. 

Hansen looks at the thirties and infers that “monetary policy” 
is not enough—which might be applauded if he meant that it is no 
cure for restraint of trade. The inference, however, merely leads 
him to advocate more and bolder monetary expedients. Here, per- 
haps, issue may be joined. Hansen urges us to go on, borrowing 
and spending governmentally the redundant savings which pri- 
vate business fails to absorb. A more conservative view would 
hold that, with easy and abundant money, fiscal measures have 
done their bit and cannot wisely be relied upon further. They 
should assure us against subsequent decline of the price level, cut- 
ting away the inhibitions of adverse monetary expectations, but 
should not be utilized to complement and consolidate policies and 
trends inimical to private enterprise and investment. Given cheap 
money, we should work out our minority and monopoly problems 
within the framework of general price stability, avoiding that 
dangerously easy solution of displacing private by governmental 
investment and avoiding debt increase like the plague. 

Investment, of course, is the way out; but at some level the 
choice between governmental and private investment is the choice 
between ways of life, individualist and authoritarian. Most of 
Hansen’s proposals for public works and public consumption are 
conservative and commendable; but such proposals can be carried 
out within a budget balanced by taxes and issue, without debt in- 
crease, and as rapidly as their best execution would permit. His 
positive conception of partial socialization is hardly controversial 
at all. What matters is the negative attitude toward private in- 
vestment—his disposition to write it off as technically hopeless 
or unpromising and thus to evade or to minimize what is, save for 
reckless opportunism, our central policy problem. Unless pre- 
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pared to abandon hope of a tolerable future, we must somewhere 
allow some savings and resources to run to waste, facing that wast- 
age as a problem of restoring free markets and free occupational 
migration, not glossing it over by more spending. Public invest- 
ment, freed from the exacting social accounting of private busi- 
ness, is a dangerous evasion—and, incidentally, one in which so- 
cialism can indulge more irresponsibly when it occupies a minor sec- 
tor of the economy than it could if extended substantially. 
Gradual socialization, displacing private by governmental 
agencies in areas where competition is notoriously inadequate as a 
device of control (public utilities, oil extraction, life insurance, 
etc.), has much to commend it. Such developments in policy, 
however, have little to offer by way of outlets for investment, in- 
volving in the main merely ownership and control displacement. 
On the other hand, Hansen’s over-all scheme for governmental ab- 
sorption of savings promises a flood of governmental investment 
which is unlikely to be directed with much (if any) regard for need 
of governmental, as against competitive, control. It promises a 
promiscuous spreading of governmental activities which, missing 
areas where large or complete political control is clearly indicated, 


gets the government involved in a mass of miscellaneous under- 
takings for which it has little competence and impairs or inhibits 
enterprise in many areas where competitive control is most appro- 
priate. Moreover, a progressive society, in which only governmen- 
tal enterprise can expand, will surely lose its complement of pri- 
vate business from sheer atrophy or stagnation. 


Were it not for the fact that a rapidly mounting public debt tends toward 
wealth concentration, borrowing is always to be preferred to taxation, since 
borrowing is always a more expansionist method of financing expenditures 
[p. 179]. 

Against this view, I should argue that there is never any excuse for 
borrowing save to prevent expansion. Borrowing is a means for dis- 
placing money (deposits) with less effective money-substitutes 
(consols). If we want expansion, the way to get it is by non-in- 
terest-bearing issues—exchanging million-dollar bills for central- 
bank deposits, if one must think in terms of an anomalous separa- 
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tion between central banks and treasuries. Borrowing has little 
place in sound policy, save as temporary, temporizing means for 
checking incipient inflationary movements until taxation-expend- 
iture adjustments can be made and for avoiding sharp taxation 
adjustments to quite temporary surges of spending. 

Vulgar prejudice will support Hansen’s implication that bor- 
rowing is less dangerous than issue. I am firmly convinced of the 
opposite. Injection of money, within limits, is like putting fuel 
in the furnace; borrowing, like accumulating dynamite in the base- 
ment, with the explosion risk growing as the pile accumulates. Or 
consider another analogy. A community which endlessly resorts 
to governmental borrowing is like one which, with abundance of 
fuel and great conflagration hazard, keeps itself warm by burning 
up its fire engines and waterworks. 

Currency issue, merely because its effects are more immediate 
and its dangers well recognized, is likely to be used cautiously and 
in moderation. Its excesses set off danger signals for everyone to 
see; and popular distaste for inflation sets proximate limits on 
legislative extravagance and reluctance to tax. What matters 
most, perhaps, is that the obvious short-term norms are also near- 
ly adequate as guides for long-term policy. If we get along tolera- 
bly well year by year, we may be fairly confident about more re- 
mote prospects. Borrowing, on the other hand, permits legisla- 
tures to indulge freely their spending proclivities, piling up diffi- 
culties for legislatures of the future. Inflationary extravagance is 
countered by deflationary borrowing; and the trick can be made 
to work for quite a time. 

The debt, of course, we shall owe to ourselves. We might have 
lower morbidity, valuable public assets, a larger tax base, and 
other good things to show for it. But the magnitude and rate of 
increase of internal debt is a measure of political instability and 
exposure to revolution. We cannot indefinitely and continuously 
add to the transfer obligations of our political system without 
jeopardizing political order. Somewhere, sometime ahead, tax- 
payers or claimants of governmental dispensations will revolt 
against deprivations in the name of bondholders, especially as free 
spending and repudiation of all fiscal norms relax pressure against 
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minority demands. As soon as such possibilities become discerni- 
ble ahead—which may be soon or decades away—the fright of 
bondholders will create a revolutionary situation. 

I offer this, not as historical forecast, but as indicating the 
probable outcome of Hansen’s program. For many years, the 
government, leaving private investment exposed to extortion, 
may be able to borrow cheaply and to spend with abandon. Sav- 
ers are left between the devil and the sea—with little hope of con- 
serving or retrieving funds invested privately and with grave fears 
for the distant future of government credit. That they should pre- 
fer and gladly absorb government bonds for a time is natural 
enough; but the situation is highly unstable and will become in- 
creasingly unstable, especially if responsible people talk and write 
in the vein of Hansen’s book. 

The dangers of large debts, to be sure, have been exaggerated, , 
with respect to communities which indulged increases only in! 
great emergencies and deplored them with a profound financial 
puritanism. If our present federal debt were to rise in proportion 
to real income, one might, while disliking the trend, readily con- 
cede that it was not alarming. Hansen reminds us (p. 173) that, 
with increase of 2-2} per cent per annum, we should have an in- 
come exceeding $200 billion in fifty years. But suppose we invoke 
the marvels of compound interest for fifty years of debt increase 
at the 1933-40 rate, which Hansen condemns as niggardly! To 
talk of increase at 2 per cent per annum is to dissociate one’s self 
from the whole view and school of policy which he represents. 

During the past century or more, a thriving economy, denied 
adequate proper media for liquid reserves, created and encouraged 
private agencies to provide what government itself blindly failed 
to provide. Thus, we evolved a fantastic financial structure and 
collections of enterprises for money-bootlegging, whose sancti- 
monious respectability and marble solidity only concealed a mass 
of current obligations and a shoestring of equity that would have 
been scandalous in any other type of business. In this unfortunate 
manner the economy was supplied, almost adequately in a secular 
view, with the flow of money requisite for rapid expansion—al- 
though the flow reached flood proportions at times and dried up 





176 HENRY C. SIMONS 


most unseasonably. However, the financial structure and institu- 
tional monstrosities whose development provided us with money 
media, while sparing us rapid secular appreciation of money, also 
exposed us continuously to precipitous, catastrophic deflation, 
whose possibilities were sometimes painfully revealed but, by 
some miracle, never deeply explored. At any rate, proceeding 
without policy, we did avoid intolerable money shortage by re- 
course to a mass of ersatz moneys which could function only while 
the illusion persisted that they were really convertible into the 
real thing. In other words, we evaded long-term deflation by con- 
tinuously courting deflation catastrophe. 

For the future, following Hansen and his school, we evidently 
will correct a bad pattern of past fiscal practice by moving to an 
opposite extreme which is only more dangerous (and without cor- 
recting past mistakes in the control of private finance). Having 
long pursued our business beneath a mountainous structure of 
private money-substitutes which threatened indefinite deflation 
whenever creditors insisted on their rights to currency and gold, 
we now propose to take up residence beneath another mountain of 
governmental money-substitutes (debt) which threaten indefinite 
inflation if the confidence of creditors is ever impaired. As I see it, 
Hansen proposes with borrowing to avoid long-term, secular in- 
flation by continuously courting inflation catastrophe. 

The mistake in both directions lies in fearing money and in 
trusting debt. Money itself is highly amenable to democratic, 
legislative control, for no community wants a markedly appreciat- 
ing or depreciating currency or is tolerant politically of departures 
from the norm of stable money value. But money is not easily 
manageable alongside a mass of private debt and private near- 
moneys whose aberrations fiscal policy must always work against, 
or alongside a mountain of public debt, short-term and long, 
which rises prodigiously in emergencies and is not reducible at 
other times. If the old system needed genuine instead of spurious 
liquidity, the new will need 100 per cent reserves of borrowing 
power and the greatest potentials of revenue increase and expendi- 
ture reduction. 

Obviously, the future dangers of money depreciation are of a 
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different order of magnitude from the old dangers of appreciation. 
Deflation possibilities in the old system were almost limitless. 
That we had only tolerable depressions is to be explained psycho- 
logically—by a persisting confidence that prosperity would some- 
time follow upon depression and that great bargains were to be 
had by those who took the long view when everything looked 
worst, i.e., by persisting faith in predepression prices as norms 
which would be approached or attained again in time. To be sure, 
there was nothing in the financial structure to support such faith, 
and little in fiscal practice; but recovery of prices was at bottom 
always an excellent political speculation, for deflations always 
stirred up cheap-money movements and, if more prolonged and 
more severe, would earlier have produced fiscal and monetary 
counteraction on the grand scale we have just seen. Govern- 
ment was always there with adequate power to stop deflation if it 
would. 

There is, of course, no corresponding ceiling to inflation, once 
governments have squandered their borrowing powers and under- 
mined confidence of their creditors in the future of fiscal policy. 
Psychology is then all to the bad and expectations endlessly ag- 
gravating. If governments carefully conserve their borrowing 
powers for inflationary emergencies (wars) and promptly amortize 
debts incurred on such occasions, if they retain large reserves of 
unused taxing power and avoid politically irreducible expendi- 
tures (e.g., agricultural subsidies), then severe depreciation of the 
currency would be technically and politically easy to prevent, ex- 
hausting wars apart. What Hansen offers is a future of free spend- 
ing with a minimum of political flexibility, of taxes near the limit 
of taxable capacity (largely a matter of political solidarity or 
morale), and of huge debt, growing at an uneven rate but always 
growing. And the gods are surely on his side. What he proposes 
is exactly what many of us, in our most realistic and despairing 
moods, foresee ahead as the outcome of recent trends. So, just as 
fear of money led to private usurpation of issue powers and grave 
deflations in the past, that fear now promises reckless recourse to 
borrowing with destruction of the political and financial system 
at the end. Having erred heretofore in not using issue powers and 
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in not keeping them in governmental hands, we shall henceforth 
err more seriously in not confining the central government to taxes 
and issue as peacetime sources of funds. 

An important criticism of debt expansion, as against currency 
issue, is that it facilitates a dangerous muddling of monetary 
questions and questions of socialization. Confined to taxation and 
issue, Congress would be reasonably restrained in its expansion of 
governmental dispensations and activities. Given real consensus 


.of fiscal norms (a monetary constitution) and given a private 


economy free enough to benefit by monetary stabilization, the 
government could easily implement such stabilization by proper 
use of taxing, spending, and issue powers and without extending, 
for that purpose, the range or magnitude of its total activities. 
We might then face squarely and separately questions of policy 
which should be so faced, notably questions as to the relative 
merits of private versus governmental ownership and entrepre- 
neurship in particular areas. If we must spend and borrow to ab- 
sorb savings, finding outlets where we may, we are likely not only 
to neglect measures for revitalizing private enterprise and invest- 
ment but also to extend collectivism indiscriminately, wherever 
private enterprise languishes from extortion or intimidation 
(coal mining, housing, railways). Thus we shall neglect socializa- 
tion or pursue it deviously and diffidently in areas where the case 
for it is clear and strong; we shall have no clearly defined social- 
ized sector but only promiscuous intrusion of governmental enter- 
prise all over the place; and we shall progressively incumber the 
socialized sector with acute minority and monopoly problems 
which socialization promises only to aggravate. The outlook in 
this respect should be even more distressing to good socialists 
than to old-fashioned liberals. 

So I come back to highly orthodox views. Legislatures can be 
trusted to spend if required to tax accordingly. They must be 
trusted to issue freely, under mandate to stabilize the value of 
money, if we are to have the stabilizing element in our institu- 
tional system which it has long needed and utterly lacked. But 
the power to borrow, if not denied, should be narrowly limited, 
i.e., used only in war emergencies and for major projects of sociali- 
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zation where net return on governmental investment may con- 
fidently be anticipated. Debts, however incurred, should be amor- 
tized and liquidated systematically, if only on the principle of 
conserving legislative powers. If these views seem narrow and 
dogmatic, what is the alternative principle of policy with which 
a community may hope to discipline its legislature or to function 
responsibly itself? 

The importance of rules, and of focusing democratic discussion 
on general principles of policy, calls for emphasis at many points 
in criticism of Hansen’s proposals. Only with rules of policy can 
common national interests be protected against minorities (as 
lobbies or as monopolies); only with issues of general principle 
can government by intelligent discussion prevail; only in terms 
of such issues can responsible intellectuals provide guidance and 
leadership in the community; only by adherence to wise rules of 
action can we escape a political opportunism which jeopardizes 
and destroys what we wish most to protect and to preserve. 

Some friendly critics feel that I have exaggerated the dangers 
of delegation of legislative powers,’® arguing that the legislature 
remains free to judge actions taken and to withdraw powers. 
Such argument can perhaps be extended logically to prove that 
tyranny is the most democratic form of government. (It is not 
difficult to imagine nearly absolute dictatorship functioning with- 
in a framework of free elections and legislatures with formally un- 
diminished powers.) However, one might concede something to 
the criticism if the choice lay between legislative and administra- 
tive rule-making; but advocates of delegation are usually not in- 
terested in rule-making at the administrative level either. If agen- 
cies endowed with large powers were to adopt, to announce, and 
to follow definite principles of action, they might then become 
genuinely responsible, the principles—rather than the discrete 
actions—being proper objects of legislative and popular discus- 
sion and of acceptance or rejection. 

Hansen favors large abdication of fiscal powers by Congress in 
favor of special agencies and their experts (esp. pp. 446-48)— 


© See my “Rules versus Authorities in Monetary Policy,” Joc. cit., and A Positive 
Program for Laissez Faire (Chicago, 1934). 











180 HENRY C. SIMONS 


with freedom, I infer, to use the powers for consolidating their 
own position and that of their patron faction. And what, pray, 
are the principles which their actions should follow and be judged 
by? As far as I can make out, they are (1) that federal debt 
should rise indefinitely and (2) that the rate of increase should be 
adjusted to the degree of unemployment. Such principles are ob- 
jectionable as far as they are unambiguous, and more objection- 
able because they are vague and indefinite. Reasons for rejecting 
the former proposition have already been suggested. The latter 
is merely opportunism raised to the status of principle. It has the 
specious appeal of all proposals which are defined merely in terms 
of ends or purposes which, as such, are universally approved. On 
its face it suggests that excessive wage increases, whether of aver- 
age rates or of relative rates in critical areas, be counteracted by 
increases of the price level—which program, like indefinite debt 
increase, has little to commend it for the minimizing of monetary 
uncertainty !* 

This proposal of a continuing contest between the monetary 
authority seeking to raise employment and trade-unions seeking 
ito raise wage rates, with each side trying to anticipate and out- 
Iguess the other, is superficially incompatible with an implicit 
} Hansen principle, namely, that inflation should be avoided. But 
a moment’s reflection will reveal a reconciliation, if not a comfort- 
ing one. Presumably the private economy is to struggle along as 
best it can, whatever happens to wage rates, the unemployed 
being absorbed continuously into public employment, i.e., into an 
expanding socialized sector which, supported out of taxing and 
borrowing, need not be seriously concerned about relations be- 
tween wage rates and productivity. Thus movements of adminis- 
tered wage rates would determine, not movements of the price 
level, but merely the rate of socialization, i.e., the life-expectancy 
of free enterprise! 


™ Hansen never tires of asserting that spending is not inflationary if there is in- 
voluntary unemployment. This fashionable dogmatism, while roughly valid under 
assumption of constant labor cost or rigid wage rates (waiving questions of “laws 
of return’), is untrue of a world where labor “categories” contain enormous qualita- 
tive dispersion and is grossly untrue in a world of one-way rigidity where rates are, 
in fact, highly responsive to upward changes of income, business earnings, and em- 
ployment, from whatever level. 
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This seemingly inescapable interpretation of Hansen’s position 
further discloses the practical import of his thesis that monetary 
policy is not enough, and of his preference for debt over currency 
issue. What he proposes, if you will, is collectivism via fiscal pol- 
icy or fiscal stabilization whose implementation is promiscuous 
socialization, letting functional minorities do their worst until the 
socialized sector, grown too large to live parasitically and irre- 
sponsibly, itself cries out for protection against them—and gets 
it from the man on horseback.” 

Given the pressure for increasing money wages, one may con- 
cede the case for monetary arrangements which assure gently 
rising wage rates as labor productivities (at full employment) in- 
crease—especially since it seems impossible to formulate satisfac- 
tory norms of fiscal policy otherwise than in terms of price in- 
dices. Recognizing inordinate demand for liquidity in a political 
environment uncongenial if not hostile to owners of sunk invest- 
ment, one may commend the total ordering of fiscal policy toward 
stabilization of a broad commodity-price index and provision of 
all the liquidity consistent with that norm. Stabilization, perhaps, 
is not enough. We need not merely a stable value of money, which 
might be compatible with widely different levels of income and 
employment, but rather the most expansive fiscal practices con- 
sistent with index stability." 

So far, I discern no basis for substantial disagreement with 
Hansen (or with most Keynesians). He clearly is disposed to 


2 Zealous collectivists may welcome the atrophy and decay which this scheme 
promises for private enterprise; but they should be appalled by the wage-rate 
(minorities) problems which such demise of capitalism would bequeath to the new 
order. For conservatives, some bitter satisfaction may be found in contemplating 
the attitude of intelligent, responsible socialists toward powerful labor organizations 
in a society otherwise constructed to their taste. 


"3 It might be difficult to sustain always this maximum of monetary expansion 
under a stable-index rule—and easy to fall short of it if authorities were careful not 
to go beyond. Thus a practical argument can be made for accepting the rule of a 
negligibly rising index, rising at a minimum significant rate of, say, 1 per cent per 
annum. This would avoid the “dead-center” problem of the stable index, assuring 
the maximum of expansion under that rule by requiring just perceptibly more. I 
regret this apparent concession to the proposal to tax hoards; but the scheme at 
worst involves the only elegant application of that proposal and thus promises good 
implementation of bad policy if political pressures force us to it. 
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avoid and to deplore inflation (when he is not dismissing the pos- 
sibility as exaggerated or imaginary) and presumably would be 
content to define the negative desideratum in terms of some price 
index. By implication he is asking for the most expansive fiscal 
policy compatible with price stability; and it should matter little 
whether one argues the case in Keynesian language or with old- 
fashioned monetary terminology. 

Disagreement perhaps relates less to the rule than to imple- 
mentation. One finds here the analogue, for fiscal policy, of the 
old issue of qualitative versus quantitative control in the banking 
field. Hansen evidently is pleading for an infinitely flexible scheme 
of discretionary action, whereby agencies and their experts would 
direct, from day to day, the flow of expenditures and revenues, 
as well as open-market operations, according to their best judg- 
ment of the moment. The issue here includes questions of cur- 
rency versus debt and, broadly, concerns a matter of degree. 
Monetary authorities must have powers and must not be narrowly 
confined by arbitrary formulas in their use. The question of de- 
gree, however, presents the choice between government by free, 
intelligent discussion and government by bureaucracy which only 
revolution can dislodge, i.e., between democracy and “the man- 
agerial state.” 

The more I consider the problem here, the firmer becomes my 
persuasion, first, that monetary authorities must be bound by 
simple, definite rules (a price index) and, second, that their only 
real powers should be those of conducting operations in the public 
debt. If they are to have any control over spendings and revenue 
receipts, it should be exercised under formulas which prevent sub- 
stantial allocational control over taxes or appropriations. But 
should they have any such powers at all? Facing that question 
squarely, one shortly asks how the discussion could have started, 
unless in connection with proposals to abolish legislatures en- 
tirely! 

The plain fact is that the ultimate monetary powers and the 
ultimate legislative powers are those of taxing and spending.“ 


‘4 This suggests a fatal weakness of schemes for supra-national currencies or 
world-currencies. 
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No monetary authority can function, and no principle of policy 
can be carried out, against opposition of a real legislature; and no 
real legislature will delegate or impair its powers to tax and 
spend. Indeed, it should be obvious from the start that the great 
task of a monetary authority is simply that of advising Congress 
—of representing the general public as an expert body, indicating 
to Congress and to the public what may and may not be done con- 
sistently with accepted norms of fiscal action (monetary policy). 
If Congress needs rules to discipline the use of delegated powers, 
the monetary authority is more gravely in need of rules to assure 
congressional co-operation. The only real authority is the,public; 
and the only possible rules are norms which the community, 
guided ideally by consensus of competent specialists, accepts and 
demands to be observed in government finance. Given expert and 
popular consensus, given an authority competent to advise, and 
given disposition of legislators to observe the norms and to act 
upon recommendations of the authority, there would be no need 
for much delegation of power or for much use of power delegated. 
If Congress were expected to abide by the rules (e.g., a price 
index), anticipations would make them nearly self-implementing 
between legislative actions. Appropriate open-market operations, 
replacing consols by demand obligations or conversely, would ease 
adjustments and forecast budgetary changes. It might be unnec- 
essary for the authority to take any overt action beyond that of 
giving publicity to index movements and some advance notice of 
its recommendations. Indeed, changes in money supply might be- 
come quite as passive and “automatic” as are changes in note 
circulation at present. 

These remarks will suggest, I hope, the overwhelming impor- 
tance of consensus upon general rules or norms of democratic 
fiscal policy—of our developing a kind of monetary constitution, 
grounded in expert and popular approval and binding upon Con- 
gress as well as upon executive and administrative officers. With 

-a real monetary religion, the economic objective of minimizing} 
monetary uncertainty would be attained and the perversities of 
finance, public and private, eliminated or minimized. Given con-| 
sensus on fiscal norms, moreover, problems of implementation be- 
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come simple and trivial; without it, no amount of delegation of 
powers could yield good results, even if there were no political 
dangers in such delegation. 

The moral here is that responsible economists should now strive 
to achieve such consensus among themselves as to the fiscal norms 
appropriate to the future of American democracy, partly collectiv- 
ist but predominantly free enterprise. If we could reach agree- 
ment among ourselves—excluding those who would use all proxi- 
mate means, fiscal and other, to prevent survival of this kind of 
system—we might easily exercise decisive influence and rapidly 
induce a popular, political consensus. Indeed, the essential in- 
gredients of sound popular consensus already exist, in profound 
disapproval of both deflation and inflation, and need only be ar- 
ticulated in sound, concrete proposals, indorsed by people recog- 
nized as competent and disinterested. In any case, seeking such 
consensus, we should be discharging our primary responsibility to 
the community and doing our part to preserve government by 
discussion. 

Hansen’s book, I believe, renders great disservice on this score. 
It offers no clear principles of monetary and fiscal policy for the 
future or, at any rate, none which is promising as a basis for 
academic or popular consensus. Indeed, it is admirably contrived 
to intensify already bitter controversy, to confuse what should be 
a sharper division along individualist-collectivist lines, and to di- 
vide us as supporters or opponents of a particular administration. 
Whatever his intentions, Hansen concedes all that extreme col- 
lectivists could possibly ask by way of proximate measures. He 
gives his full blessing to those whose economics is epitomized in 
the fashionable remark: “Don’t worry about the debt; that will 
‘ take care of itself’’—as indeed it will if revolution is the highest 
desideratum. A prominent expert adviser of the administration, 
he attributes its failures to exogenous factors beyond all control 
and imputes blame only for financial niggardliness (especially in 
1937) which the opposition can hardly disavow. As a political 
tract, the book resembles party platforms, evading awkward is- 
sues and hard problems, conciliating all the powerful minorities, 
and presenting not a program of principles but merely a plea that 
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the public trust “the experts” and their present political patrons 
to determine what is best as they go along. If Hansen were an 
extreme collectivist, I might respect his persuasion and grant that 
he has made a learned and powerful argument, albeit sophistical, 
for the inevitable disintegration of private business and for a pro- 
gram looking toward rapid movement into full collectivism, with 
only the usual blindness of socialists to present problems as they 
would present themselves after the old order was gone. As con- 
servative defense of fiscal innovations, however, the book reveals 
a sudden conversion to monetary extremism which has swept the 
convert utterly away from the mooring of an anticollectivist posi- 
tion to which he still imagines himself, and purports to be, an- 
chored fast. 

Hansen’s discussion of taxation is surprisingly fragmentary. 
Chapter viii (pp. 125-35) offers a good sketch of changes in the 
tax structure since the turn of the century, with emphasis on the 
last decade.'* Chapter xix discusses “The Effect of the Tax Struc- 
ture on Investment”’ quite sensibly, with an abundance of invest- 
ment data but with little regard for major tax considerations. A 
deal of statistical information is presented, all useful for illumi- 
nating problems which Hansen does not stop to formulate. Thus 
he wisely concludes that the capital-gains tax is not so important, 
and tax-exempt securities not so unimportant, as conservatives 
have maintained, but without ever bringing the real issues into 
any focus. He suggests that reduction or elimination of capital- 
gains taxes, while not likely to help much, would have some fa- 
vorable effect on investment—without recognizing that drastic 
change in the other direction is imperative for consistent and 
equitable application of the progressive principle. Indeed, he 
stresses exactly the point (p. 391) which is most misleading, name- 
ly, that the Treasury has little to gain by fair treatment of capital 
gains and losses—as if equitable distribution of levies among per- 


*s T am amazed that a person of Hansen’s sophistication should assert (p. 125) 
that “even property taxes—and this applies particularly to rented residences—are, 
in large part, shifted by property owners to the general public.” It would be inter- 
esting to see how novelties of capital theory and cycle theory might be employed to 
validate Seligman on this point! 
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sons was a matter of no consequence. Discussing the corporation 
tax, he wisely argues the case for averaging and/or for more gen- 
erous loss carry-over, but he nowhere suggests that such changes 
are still more important in the personal tax. Moreover, no men- 
tion is made of the anomaly and the unhappy influence of interest 
deductions in the corporation tax. Thus, while illuminating con- 
troversial questions for readers who previously understood them 
thoroughly, his. chapter will leave many misconceptions with 
other readers and perhaps aggravate those which have long im- 
peded sound tax reforms. 

Only in chapter xiii is taxation discussed in the aspects cru- 
cially important for his general subject. Here the treatment is 
peculiarly casual and doctrinaire. Hansen bluntly distinguishes 
two cases: the highly dynamic economy capable occasionally of 
attaining full employment via spontaneous private investment 
(the past?) and the economy facing chronic unemployment and 
able to reach full employment only with public investment con- 
tinuing through all phases of the cycle (the present and future?). 
For the first (past) he makes interesting proposals for pay-roll or 
excise taxes in prosperity to finance relief and employment sub- 
sidies in depressions. For the second (future) he argues against 
cyclical adjustment of either excises or income taxes on grounds 
which, even on his own strange premises, seem quite unsubstan- 
tial. The general idea is that, in the first case, excise taxes during 
prosperity, by checking consumption, would check excessive in- 
duced investment; while income-tax reductions (or avoidance of 
increases) would permit wholesome financing of investment from 
savings, instead of from credit expansion. But, in the second case, 
the propensity to save is excessive and consumption inadequate 
in all phases; and the tax problem is merely one of altering the 
consumption function secularly! One passage perplexes me espe- 
cially: 

. .. - Question may be raised as to whether the progressive income tax rates, 
designed to raise the propensity to consume, should fluctuate with the cycle, 
being increased in the boom and reduced in the depression; or whether the 
rate structure, while steeply progressive, should remain fixed in the various 
phases of the cycle. On balance, the latter is to be preferred. Excessively 
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high rates in the boom cannot help the basic problem of increasing the aggre- 
gate community consumption over the entire cycle, since higher rates in 
the boom presuppose lower rates in the depression. The total volume of funds 
tapped from the savings stream and diverted into community consumption 
would not thereby be increased over the entire cycle period [p. 300]. 


Why, one asks, do not such considerations argue equally well 
against cyclical adjustment of spending? 

The argument of this chapter is evidently designed to support 
the view, common among Keynesians, that attention should be 
focused on spending adjustments and not upon taxes. This again 
involves, if it does not candidly represent, a collectivist bias in 
stabilization proposals which, I think, is justified no more by 
Hansen’s argument than by the usual ignoring of the question. 
Stabilization in principle admits of action on both sides of the 
budget and, on its face, calls for rather equal reliance on spending 
and on taxing adjustments. Indeed, political considerations ar- 
gue, I believe, for allowing to tax adjustments more than an equal 
share, for it seems much less difficult to maintain real political 
flexibility in revenues than in expenditures. (Pressure groups are 
a greater obstacle to expenditure reductions than to tax in- 
creases.) Moreover, as already suggested, to make spending the 
only variable—whether for currency issue or for debt expansion— 
requires, with increasing income, a continuous, rapid expansion 
of governmental activities which, even if desirable, ought not to 
proceed merely as an incident of stabilization. 

Hansen surely would not deny that in the thirties we could 
have obtained similar results, with the same deficits and far less 
spending, if excises and pay-roll taxes, state as well as federal, 
had not been vastly increased. Our tax system, of course, is not 
well designed for minimizing inequality or for cyclical adjustment. 
Federal excises, being highly differential, seem especially to re- 
quire stable rates, their impact falling mainly on a few industries 
and their changes involving undesirable uncertainties and unfor- 
tunate windfalls of gain and loss. And the income taxes, besides 
involving great lags between legislation and revenue changes, are 
least effective in promoting expansion when reduced or in check- 
ing expansion when raised. 
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Such considerations, however, do not justify not doing what we 
can with the present tax system or not altering it to facilitate cy- 
clical adjustment. The windfall problem is not serious for our im- 
portant excises, where demand for the commodities is extremely 
inelastic and where imperfect competition assures full and prompt 
adjustment of prices to tax changes. Reduction of tobacco and 
liquor taxes is a very effective means for increasing consumption, 
not of the commodities in question but of consumption goods gen- 
erally; and the same may be said for many less important federal 
levies. The perversity of changes in state excises was a major 
aggravation in the thirties and presents a serious problem for the 
future and, under a bold program, could easily be dealt with by 
opportune federal grants to the states in lieu of equivalent direct 
federal spending. 

If one would plan for deficits indefinitely, new borrowing might 
well be used to permit, not continued growth of spending, but 
gradual reduction and ultimate elimination of all our excise taxes 
(save the gasoline tax). If we were to contemplate moderate av- 
erage deficits, covered entirely by issue, and cyclical tax adjust- 
ments, much could be said for displacing all our special excises 
with a pay-roll tax, a general manufacturers’ excise, or even a 
value-added tax. I have no stomach for such levies as mere addi- 
tions to our revenue system or for the arguments usually advanced 
to support them. However, if they were to displace existing par- 
ticular excises which would not otherwise be removed, we should 
have afterward both a less regressive system” and one far more 
amenable to cyclical adjustment. 

With the income tax, much can be said for levying against cur- 
rent-year income, with substantial collection at source, or for con- 
tinuous readjustment during the year of rates applicable to previ- 
ous-year income. In any case, while other taxes can be altered 
more effectively for either stimulation or retardation, current dis- 
cussion seems greatly to underestimate the potentialities of sharp 


*6Tt is rarely recognized that sales taxes and pay-roll taxes are probably far less 
regressive than are the important federal excises, levied as specific taxes (uniform 
over wide ranges of price and quality) and upon commodities of extremely low in- 
come-elasticity. 
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changes in the normal tax (if it amounted to something!) or in 
the exemption levels. If it is not a perfect instrument for the par- 
ticular purpose, that is no excuse for not using it so far as possible 
or for not making it more useful so far as that may be done with- 
out impairing its fairness among individuals. Incidentally, full 
taxation of capital gains (with every transfer treated as a “reali- 
zation’’) and full deduction of capital losses, along with generous 
provision for loss carry-over and for averaging rebates on fluc- 
tuating incomes, besides eliminating gross inequities among tax- 
payers and major evasion loopholes, would vastly improve the 
cycle-sensitivity of income tax revenues. A strong case can be 
made for stability in the higher surtaxes, on grounds other than 
Hansen’s, especially if the tendency for revenues to swell during 
prosperity and to recede during depression is developed to the 
full along the above lines. 

So, while Hansen looks with approval to rapid increase of 
spending, I should maintain that strong argument can be made 
for continuous and ultimately drastic reduction, whether to di- 
minish inequality, to stabilize prices and employment, or even to 
modify the consumption function, not to mention the specter of 
increasing federal centralization and the authoritarian state. Few 
of our recent social welfare expenditures are sufficiently meritori- 
ous to justify expansion (save to provide some medical service 
for everyone) or even continuance at recent levels where the al- 
ternative is reduction of our worst taxes. Their marginal cost, 
measured in terms of federal and state excise taxation, is exces- 
sively high, since these levies pump their revenues predominantly 
from mass consumption and from the bottom of the income scale. 
For the future we should fashion our optional spending in such 
manner as to avoid and escape large recourse to deeply regressive 
levies. Increasing socialization (and centralization) is ominous 
in any case. It has less than nothing to commend it when it pro- 
ceeds at costs which, even in the short view, leave inequality un- 
mitigated or aggravated on balance. Good taxes plus even the 
annual net borrowing Hansen would commend (or the desirable 
net increment of currency) cannot begin to cover our minimal 
expenditures, i.e., the cost of governmental activities whose main- 
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tenance is beyond dispute. New undertakings, save for moderate 
old age assistance and health “‘insurance,”’ generally cannot begin 
to cover their added costs if measured in terms of our worst taxes. 
Thus, until we are rid of regressive taxes, we should talk very 
softly about otherwise lovely schemes for socialized consump- 
tion.*? 

One may accept Hansen’s view, if not the supporting argument, 
that government of the future should be financed by progressive 
taxes on personal income. There are still large unexploited poten- 
tials of income tax capacity in the so-called lower and middle 
brackets. However, there are limits somewhere, if one has any 
concern about propensity to invest; and the severest income tax 
one can contemplate as politically and administratively possible 
would provide only a minor fraction of the revenues required by 
future spending, even on the most conservative extrapolation. 
Granting that politicians gua spenders should be released slightly 
from the narrow confines of full budget balancing, one may still 
demand that their noisy concern about the masses should be ac- 
companied by some concern about mass taxation and even about 
property taxes which create wide disparity between marginal- 
private and marginal-social efficiency of investment. Vested-in- 
terest considerations perhaps argue decisively for stabilization of 
real-property taxes at present levels; but there remains a vast 
task, whether for those concerned about inequality or for those 
concerned about the consumption function, of eliminating excises 
and, especially, of undoing the vast extension of such levies in 
recent years. Such reform is tedious for men of action; it has 
nothing to commend it politically, since spending purchases the 
votes and the loud applause of organized, articulate minorities, 
while tax reductions concern only the unarticulated interests of 
everyone as buyer of goods and seller of services. But its possibili- 
ties for progressive reconstruction are more substantial than those 

17 Permit my recording here my irritation at Hansen’s seemingly approving refer- 
ence (p. 442) to the Food Stamp plan. This scheme, possibly defensible as a tempo- 
rary measure, represents, I think, utterly immoral political merchandising, whereby 
federal subsidy to producers (ultimately to landowners) is packaged and sold politi- 


cally as poor relief, with indefinite possibilities of administrative patronage in the 
relative dispensations to different agricultural interests and sections. 
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of recent spending and deserve overwhelming emphasis in policy 
discussions of economists who are more interested in offering 
sound guidance than in getting elected or appointed. 

Whether investment stagnation is a technical phenomenon or 
a consequence of legislative, institutional, or “sociological” trends 
may seem unimportant for action, if the latter trends be accepted 
as immutable or inexorable. On this view, Hansen’s policy posi- 
tion may be supported by argument which, granted its premises, 
is beyond attack; and there evidently are prominent people who 
will make this argument, candidly if not publicly. They start 
with assertion (assumption) that there is nothing ahead but del- 
uge; that we must write off nearly everything we prize and accept 
as inevitable a future which has nothing to commend it in terms 
of our old values and aspirations. But, they say, this future is 
not upon us yet. We can postpone its arrival, first, by not fighting 
or struggling against the basically revolutionary and disintegrat- 
ing tendencies (Schumpeter’s “sociological drift’’) and, second, 
by filling the dying order with the stimulants of vast federal 
spending and borrowing while the game lasts. Thus, we may pro- 
vide ourselves with a tolerable national existence for a decade or 
more and win reprieve from a hell which otherwise will only claim 
us sooner. 

Such argument may give pause. Perhaps it is now gravely mis- 
taken to discuss fundamental problems of political and economic 
reconstruction or to concern ourselves deeply about the requisites 
of enduring peace or freedom or national unity. Perhaps we 
should now seek only, first, to defeat the devil abroad and, sec- 
ond, to ransom ourselves from him briefly by appeasement at 
home. My impulse is simply to evade the issue, distrusting hu- 
man revelations of inevitability and keeping humbly to the task 
of discerning and explaining what needs doing and undoing if we 
are to preserve a world consonant with our highest values. 
Whether there is a chance to preserve it, in a realistic view, is a 
question for people of inhuman detachment or intimate com- 
munion with God. 

Hansen, of course, would disavow and repudiate any such de- 
featist persuasions; but I think his program is utterly defeatist, 
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if not utterly collectivist. He wisely argues the case for a dual 
system—part socialized, -part free enterprise—rejecting the (col- 
lectivist) argument that a mixed system is inferior to purer types 
at either extreme. His conception of future socialization is not 
alarming or unconventional, either as to kinds of activity or as to 
dimensions of the socialized sector relative to private business— 
although his direct proposals seem strikingly in contrast with 
what his fiscal program would bring about in a fairly short space 
of time. 

Questions of how territory should be divided in the dual sys- 
tem, however, seem relatively trivial. What matters is whether 
the private-enterprise sector is to be an area of free markets or 
not. If so, it may be expected to take care of itself, holding areas 
conceded to it at the start and possibly expanding, relative to the 
socialized sector. If not, it cannot long survive at all, much less 
maintain itself in absolute or relative size. 

Hansen’s positive proposals, significantly enough, relate almost 
exclusively to the socialized sector. It is to be provided with 
abundant funds, from progressive taxes on the private economy 
and from uninterrupted borrowing. Thus it will raise interest 
costs in the private sector, raise costs of capital assets by govern- 
mental competition (not to mention the Walsh-Healy Act), drain 
off all savings not promptly absorbed privately, and continuously 
add its interest burden to tax charges. Besides competing for re- 
sources and for savings with government enterprise, not much 
limited by pecuniary accounting and heavily subsidized, private 
enterprise must proceed under ominous uncertainty as to where 
government enterprise will next appear as subsidized seller and 
purchaser. 

How is private enterprise to be strengthened and revitalized to 
carry greater tax burdens and to override the inhibitions of ad- 
. verse political risks? On this score Hansen has nothing to propose 
save larger governmental control of prices and wages! 

In a free market economy no single unit was sufficiently powerful to 


exert any appreciable control over the price mechanism. In a controlled 
economy the government, the corporation, and organized groups all exercise 
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direct influence over the market mechanism. Many contend that it is just 
this imperfect functioning of the price system which explains the failure to 
achieve reasonably full employment in the decade of the thirties. 

There can be no doubt that these profound changes in institutional ar- 
rangements are significant. It is not possible to go back to the atomistic 
order. Corporations, trade unions, and government intervention we shall 
continue to have. Modern democracy does not mean individualism. It 
means a system in which private, voluntary organization functions under 
general, and mostly indirect, government control. Dictatorship means direct 
and specific control. We do not have a choice between “plan or no plan.” 
We have a choice only between democratic planning and totalitarian regi- 
mentation [p. 47]. 


At another point (chap. xv) he sketches a desirable pattern of 
movement for administered prices over the cycle. Wages are to 
remain stable during depressions and to advance during prosper- 
ity, but only at the same rate as productivity (at full employ- 
ment?). Industrial prices should not rise (should fall?) during 
prosperity and should not fall during depression. Presupposing 
prompt fiscal compensation, and making the dubious assumption 
that booms will not aggravate “structural dispersion” adverse to 
investment, one may commend this pattern—it being, indeed, 
what would happen under free markets and price-level stabiliza- 
tion. But Hansen is diffident and evasive when he touches ques- 
tions of how this ideal pattern might be implemented or how 
structural maladjustments (which he calls very important for 
long-term policy and unimportant for recovery) are to be miti- 
gated and minimized. He evidently favors extensive price con- 
trol during upswings, with an institutionalized Henderson passing 
on all petitions for increases. On principle, if not in politics, he 
might be expected to advocate similar control over wage in- 
creases; but the idea is dismissed as impractical. 

It is quite impossible for administrative agencies to determine accurately 
the appropriate price or the appropriate wage. The flexible functioning of the 
economy requires that this be left largely to the private determination of 
the parties concerned. It is, however, probable that better price and wage 
policies could be implemented by government review of proposed price or 
wage increases. The burden of proof would then be put upon the industry 
or the trade union to show that the facts of the economic situation really 
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justified the price or wage increase. In the case of wage rates, this problem has 
been attacked in various countries through the instrumentality of labor 
courts and through boards of compulsory or voluntary arbitration. The 
problem is, indeed, a difficult one and requires a high degree of voluntary 
participation through collective bargaining units. Experience indicates the 
greatest measure of successful achievement where the responsibility for the 
determination of the rate has been placed upon the parties involved—the 
employers and the employees or their representatives. The problem con- 
fronting the price review board would seem to be relatively simpler than 
that confronting the wage review board [p. 325]. 

To the last observation one might add: “and much less impor- 
tant, since competition, though very imperfect, may usually be 
relied upon to prevent gross maladjustments.” 

It is misleading, I think, to call what Hansen is proposing “the 
dual economy.” A dual system, to make sense, must involve a 
sound combination of competitive and political controls. The 
public interest may be protected, as against particular producer 
groups, by the maintenance of free competition within such groups 
or by the direct and specific control which Hansen associates with 
dictatorship. There is no other way. Doctrinaire socialists would 
use the direct controls everywhere, believing that liberty and 
abundance could somehow be preserved and enhanced under such 
arrangements. Old-fashioned liberals, distrusting all concentra- 
tions of power and centralization in great federal states especially, 
argue for a mixed system, fully socialized in many areas but re- 
lying mainly on the indirect control of enforced competition with- 
in functional groups. Both these schemes make sense in princi- 
ple; at bottom they have much in common. Intelligent socialists 
would seek to approximate via ‘political control the structure of 
prices and production which would obtain in an ideally competi- 
tive system; traditional liberals would seek to approximate that 
structure largely by keeping competition of the real world as free 
and unrestrained as may be. Both recognize the dangers of great 
concentration of power, economic and political, of patronage cor- 
ruption, and of monopoly; and there is no very substantial dis- 
agreement as concerns proper areas for socialized consumption 
and relaxing of price restraints. These groups, while differing bit- 
terly on matters of practical politics, have large areas of mutual 
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understanding and large opportunities for common discussion of 
problems of their respective systems. 

For either of these schemes, the minorities problem is crucial. 
Government must preserve its monopoly of violence and behave 
impartially toward different producers. It must deal even-hand- 
edly with all functional minorities, on the basis of definite prin- 
ciples which are the only means for avoiding arbitrariness, cor- 
ruption, and disorder. It must not concede to any functional 
group the power (“right”) to withhold its contribution to an 
elaborate production process or to exact tribute by threat of such 
collective action. With intricate division of labor, every large 
group can, acting collectively, seriously check, if not entirely 
stop, the whole flow of social income; and no community, socialist 
or other, can function tolerably if many groups have such power 
and must continuously be bribed to forgo its disastrous exercise. 
Government, to repeat, must preserve its monopoly of violence, 
if there is to be internal peace and orderly production. 

Hansen’s world of “‘voluntary associations” is no dual economy 
but a pluralism or syndicalism whose norm is chaos. He asks us 
to accept for the future a mixed system in which both private 
and socialized business will constitute battlegrounds for volun- 
tary associations, contesting as pressure groups in government 
and as monopolists outside. The surface spectacle is one of bitter 
contest between workers and employers (private and governmen- 
tal). Underneath, one sees community organization along func- 
tional, industry lines, with each group seeking to guard itself 
against the competition of newcomers (new enterprise and new 
investment, and new workers) and to advantage itself at the 
community’s expense by increases of prices and wages and cur- 
tailment of output and employment. Bargaining organizations 
will contest over division of the swag, of course; but we com- 
monly overlook the fact that they have large common interests 
as against the community and that every increase of monopoly 
power on one side serves to strengthen and implement it on the 
other. The future of sunk investment is not rosy; numbers will 
win over dollars in intra-industry contests; but would-be investors 
and enterprisers are in much the same position as the unemployed. 
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To devise monetary systems or fiscal norms for such an econ- 
omy is utter waste of time, unless to gloss over the patent fact 
that it contains no basis of order and no possibility of survival. 
Private enterprise cannot endure in such a world; and, while so- 
cialized activities may thrive on instability for a time, govern- 
ment itself has no future, save as absolutism restoring somehow 
the monopoly of coercion which democracy has thrown away in 
misguided deference to the “right” of voluntary association. 

There is no sense in designing elegant financial appurtenances 
for an institutional structure whose foundations of free exchange, 
free enterprise, and free occupational migration are disintegrating 
rapidly—unless one is prepared to give some attention to these 
foundations too. Hansen’s prescriptions seem excellently con- 
trived to hasten the disintegration. 
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Y SELECTING particular determinants to the general 
analysis which Paul A. Samuelson developed in the Review 
of Economic Statistics in his article entitled “Interaction 

between the Multiplier Analysis and the Principle of Accelera- 
tion,”* it is possible to set up a working model of an economy that 
undergoes a recurring forty-month cycle.? Although such a model 
is a particular case within the general theoretical approach, yet 
it describes how the actual economic system operates through 
time. It is of some help in teaching the general subject of the 
business cycle and has certain limited applications to international 
trade and government finance and taxation. It is also suggestive 
as regards analysis and forecasting. Regarding analysis, it sug- 
gests possible relationships between seasonal, secular, and Juglar 
waves and the forty-month cycle. 

The procedure which I shall follow is, first, to describe the oper- 
ation of the model, second, to present the reasons why determi- 
nants were given the magnitudes which they have, and, third, to 
indicate how the model is suggestive. 

Certain conditions are necessary for the working model to fol- 
low the course set forth in this paper. There must be a competi- 
tive society of free enterprise; there must be mobility and elas- 
ticity of the factors of production and of credit in order to pre- 
vent bottlenecks. There can be no irregular or outside disturb- 
ances to interrupt the interaction of the determinants. The econ- 
omy must be in the condition of balance with a continuing normal 
circular flow of economic activity’ before the progressive changes 

™ May, 1939. 

? Wesley C. Mitchell, Business Cycles: The Problem and Its Setting (New York, 
1927), pp. 343 and 38s. 

3 Joseph A. Schumpeter, The Theory of Economic Development (Cambridge, 1934), 


Pp. 3-56. 
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in net spending are introduced. The determinants which have 
been used in the working model must remain constant through 
the different phases of the cycle. This is perhaps the most un- 


TABLE 1 








Periods 


Increments 
in Dynamic 
Investment 


Marginal 
Propensity to 
Consume in 
Percentage 


Increments 
in 
Consumption 


Increments 
in Induced 
Investment 


Increments 
in Income 








+ 10 
+ 44 
+113 
+178 
+1098 


+190 
+140 
+ 80 
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— 26 


+10 
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+60 
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+30 -*4 
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—175 
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— 21 


+ 22 
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+141 
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—22 
—14 
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+ 4 
+18 
+31 
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+31 
+23 
+21 
+24 
+16 


+ 5 
> = 3 
66 —17 
7° —31 
75 + 17 $37 




















* The calculations for all the tables from this point on have not been carried into decimal 
positions. 


realistic condition, because from experience and from theory it is 
known that these determinants do not remain so rigid as they are 
in this working model. 

It is possible at once to describe how Tables 1, 2, and 3 were 
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drawn up, as there are general characteristics which are common 
to all. The figures in the second, fourth, fifth, and sixth columns 
are deviations about normal and are to be added to, or subtracted 


TABLE 2 








Periods 


Increments 
in Dynamic 
Investment 


Marginal 
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Consume in 
Percentage 
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+24 
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+ 5 
+ 28 
+ 94 
+163 
+193 


+175 
+124 
+ 60 
+ 4 


— 64 
— 80 
—120 
—152 
tse 


—145 
—110 
— 60 
+ 22 


+ 49 
+ 71 
+118 
+154 
+158 


+148 
+110 
+ 59 
+ 11 


- 295 





from, the base or normal level of the circular flow. The figures in 
each of these columns describe cyclical fluctuations, and in all 
these tables the increments in income in the sixth column follow 
a cycle which is regular and uniform through time. Its periodicity 
is forty months. Each table has six columns, and each column 
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TABLE 3 








Increments Marginal Increments Increments 
Propensity to “ 


in Dynamic . in in Induced 

Consume in . 
Investment Consumption | Investment 
Percentage 


Increments 
in Income 





+ 2 + 2 + 4 
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must be described separately, for it deals with one of the four 
determinants—the time period, the increment in dynamic in- 
vestment, the marginal propensity to consume, and the “rela- 
tion’”—which taken together result in the regular and uniform 
forty-month cycle of income. 

The first column in each of the three tables indicates successive 
periods of time. The length of each period is assumed to be the 
same and is the time which elapses, on the average, from an ex- 
penditure of new money until it is respent. The recipients of wages 
are usually paid weekly and spend their earnings before the next 
payday. Salaries and rentals are paid monthly and are apt to be 
respent within this period. Dividends and interest on bonds may 
be paid quarterly and may take a longer period before they are 
respent. In Tables 1, 2, and 3 a two-month period was selected 
as being a typical figure for general descriptive purposes. 

The spaces after Periods 5, 10, 15, 20, 25, and 30 are to aid in 
the analysis of the figures. In the next two periods the figures un- 
dergo significant changes which are directly related to the figures 
in the earlier period. Thus, by converting the periods onto a two- 
month basis, the tenth, twentieth, thirtieth, fortieth, fiftieth, and 
sixtieth months are particularly significant periods. 

The second column of Tables 1, 2, and 3 indicates the amount 
of dynamic investment for each of the several periods. The figures 
follow a reoccurring wave. The increments increase for three pe- 
riods, or six months, and then remain constant at this maximum 
for several periods. Next they decline and remain at zero for four 
or six months. The increments then describe a similar wave in the 
negative direction, reaching a negative maximum and declining 
back to zero. This is followed by a similar movement in the posi- 
tive direction. 

Each complete wave, including the positive and negative move- 
ments, is composed, it has been assumed, of four separate phases. 
A phase of increasing increments is followed by one of decreasing 
increments in both the positive and the negative directions. There 
is a definite pattern of change in the increments within each phase, 
and one phase would not lead into the next if there were not 
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changes in the level of income which give rise to anticipations of 
further changes. As soon as there is a change in prospects another 
phase or chain of increments in dynamic investment is initiated. 
The relative change in the increments is at first small, then it in- 
creases, and, finally, there is no change and the increments are 
constant at the end of the phase. However, another phase or 
chain is begun as soon as it is seen that the level of income has 
changed sufficiently to alter expectations. Investors anticipate a 
further change in income in the same direction in later periods. 
They alter their investment plans accordingly. In this way the 
increments in dynamic investment describe a regularly recurring 
wave. 

It is to be emphasized that the characteristic which distin- 
guishes dynamic investment is its dependence upon anticipations 
of future changes in income. Dynamic investment is only one 
type of net investment which is shown in Tables 1, 2, and 3, the 
other being induced investment, the increments in which are listed 
in the fifth column. Once expectations have been altered, the in- 
crements in dynamic investment undergo a progressive change. 
In contrast to this, the increments in induced investment depend 
only upon the change in consumption from one period to the next 
and are not influenced by changes in earlier periods or by antici- 
pations of changes in later ones. This type of net investment is 
discussed presently. 

In the third column of Tables 1, 2, and 3 is listed the marginal 
propensity to consume for each of the several periods. It is seen 
that the figures describe a cyclical movement. Beginning in Pe- 
riod 2 with a relatively high figure, the marginal propensity to 
consume declines slowly until it reaches a minimum. Then it in- 
creases in successive periods until it reaches a maximum. There 
then follows another regular and uniform movement in the figures. 

The marginal propensity to consume, it is to be recalled, states 
the proportion of any increase in income received in one period 
which income recipients as a whole and on the average choose to 
spend for consumption in the next period. If there is an incre- 
ment in income in one period, a large or a small proportion of the 
increment may be spent for consumption in the next. Thus, the 
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figures in the third column indicate how much of any increment 
in income of one period is spent for consumption in the next. 

The explanation of the cyclical behavior in the marginal pro- 
pensity to consume is to be found in the relation of this determi- 
nant to changes in income. Changes in income affect the marginal 
propensity to consume in two ways: (1) consumers may be more 
or less willing to spend a larger or smaller proportion of the in- 
crease for consumption and (2) the change in income may at first 
impinge upon a particular group of income recipients whose mar- 
ginal propensity to consume is different from the average. When 
income is increasing above normal, the marginal propensity to 
consume is likely to be high at the outset and to decline as income 
continues to grow. The first increase in income above normal en- 
ables consumers to satisfy wants which have long gone ungrati- 
fied. They are likely to be optimistic and willing to spend a rela- 
tively large proportion of the increase for consumption. At the 
outset, furthermore, a large proportion of the increase in income 
is likely to go to wage-earners, who spend a relatively larger pro- 
portion of their income for consumption than do the other income 
groups. As income continues to increase, however, immediate 
wants have been satisfied, and the advantages of saving become 
more apparent. Furthermore, a larger amount of the increase goes 
to the recipients of profits, interest, salaries, and rentals who are 
likely to save a larger proportion of the increase. Thus the margi- 
nal propensity to consume declines. 

When income is declining from a maximum back toward nor- 
mal, the marginal propensity to consume is likely to increase. In- 
come recipients try to protect and maintain their standard of con- 
sumption by spending a larger proportion of the increments in 
income for consumption. Furthermore, the incomes of profit re- 
cipients are likely to be reduced first, and they are likely to reduce 
their saving more than they do their consumption. Thus the mar- 
ginal propensity to consume rises. 

When income falls below normal, the marginal propensity to 
consume is likely at first to remain relatively high. Pessimism is 
widespread, and consumers reduce their consumption in anticipa- 
tion of further declines. As income continues to fall, however, a 







































i 
; 
i 
% 
> 
\ 
t 
; 
} 


204 JOSHUA C. HUBBARD 


smaller proportion of the decrement in income is taken out of con- 
sumption. There may be relief payments to the unemployed, 
which maintain their consumption. All other income recipients, 
although their income is falling, reduce their consumption by less 
than their other expenditures. In this way the marginal propen- 
sity to consume declines. 

As the decrements in income become smaller and income is 
rising from its minimum, the marginal propensity to consume is 
likely to increase. At the outset income recipients may have to 
pay off back debts incurred in the foregoing hard times. In addi- 
tion, they may not expect the increase in income to continue and 
therefore are unwilling to spend a larger proportion of the increase 
for consumption. However, as the rise in income continues and 
back debts are paid off, income recipients become willing to spend 
a larger proportion of the increase for consumption. Wage-earners 
are likely to be the group to receive most of the increase in income. 
Thus the marginal propensity to consume rises. 

The description of the interaction between cyclical fluctuations 
in income and the marginal propensity to consume is in part com- 
plete. The account has analyzed the effect of one complete wave 
in income upon the marginal propensity to consume, and another 
similar wave would have the same result. There remains the de- 
scription of the position which the marginal propensity to con- 
sume plays in determining these changes in income. This connec- 
tion becomes apparent from an analysis of the fourth, fifth, and 
sixth columns of Tables 1, 2, and 3. 

The figures in the fourth column list the increments in con- 
sumption for the several periods, each period having one incre- 
ment. To determine the increment in consumption for any pe- 
riod, multiply the marginal propensity to consume of the period 
in question by the increment in income of the previous period, 
which is listed in the sixth column. For example, the increment 
in consumption for the second period is the product of the margi- 
nal propensity to consume in the second period times the incre- 
ment in income of the first period. A glance down the fourth col- 
umn indicates that the increments in consumption also describe 
a wave. 

The figures in the fifth column of Tables 1, 2, and 3 are the 
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increments in induced investment. To determine the increment 
in induced investment for any given period, multiply the differ- 
ence between the increment in consumption in the given period 
and that of the previous period by 1. For example, the increment 
in induced investment for the second period is equal to the dif- 
ference between the increment in consumption for the second pe- 
riod and that for the first period multiplied by 1. The additional 
step of multiplying the difference by 1 does not, of course, alter the 
figure. It only clarifies the steps in the process. The figure 1 is 
the assumed value of the “relation” in these tables. The “rela- 
tion’’ states the amount of net investment which occurs in a given 
period as the result of a change in the increment in consumption 
of the same period, as compared with the increment in consump- 
tion of the previous one. The relation has been assumed to be 
constant through time. Thus the increments in induced invest- 
ment fluctuate directly with, and are equivalent to, the differences 
in the increments in consumption. Therefore, the figures in the 
fifth column also fluctuate in a recurring cycle. 

Although the distinction between dynamic and induced invest- 
ment has already been indicated, it is now possible to explain 
more clearly this difference between these two kinds of net in- 
vestment. The former is an interdependent chain of increments 
and depends at the outset of the chain upon the expectation of 
continuing change in income in the same direction. On the other 
hand, the increments in induced investment are not such a closely 
connected chain and are not influenced by anticipations. The in- 
crement in induced investment for any period is controlled by the 
difference between the increment in consumption of the given pe- 
riod over that of the previous one. This type of net investment is 
not influenced by the expectation of future changes either in con- 
sumption or in income. 

The figures in the sixth column are the increments in income 
for the several periods. Any given increment is the sum of the 
increments in dynamic investment, in consumption, and in in- 
duced investment for the same period. The figure in the sixth col- 
umn for any row is the sum of the figures in the second, fourth, 
and fifth columns for the same row. 

The figures in the sixth column describe the cycle in income. 
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The increments increase for five periods, or ten months. From 
this peak they decline and then increase in the negative direction, 
reaching a negative maximum. From the positive to the negative 
turning-points it is ten periods or twenty months. Thus income 
undergoes a downswing lasting twenty months. From this nega- 
tive maximum the increments in income, which are negative, de- 
cline and then increase to a positive maximum. This upwsing in 
income lasts ten periods, or twenty months, and the maximum 
positive increment in income is equal to the maximum negative 
increment in income. From a comparison of the figures in the 
sixth column for Periods 15-20, inclusive, with those for Periods 
25-30, inclusive, it is seen that the comparable increments in in- 
come are virtually equal and that if the figures were carried out 
for additional periods they would describe a uniform pattern. 
Thus for each table there is a forty-month cycle in income of a 
regular and uniform periodicity and amplitude. 

The description so far has dealt with the characteristics com- 
mon to all three tables. It is now necessary to distinguish among 
them. Tables 1 and 2 are of the same general type. In each the 
dynamic force is dynamic investment, which reacts to changes in 
expectations. The first phase of the increments in dynamic in- 
vestment is initiated by a rise in profit prospects from the under- 
taking of dynamic investment. This rise is brought about by some 
change outside of the tables. All the remaining phases of Tables 
1 and 2 are due to a change in the increments in dynamic invest- 
ment, which is caused by an alteration in expectations due to a 
change in the level of income in the previous period. In Periods 6, 
16, and 26 the increments in income are respectively less than the 
increments in Periods 5, 15, and 25, and therefore the direction of 
change in income is altered in these periods. In Periods 10, 20, 
and 30 the increment in income changes from being above to be- 
low, or from below to above, normal, and income falls below or 
rises above normal. In each of these periods—namely, 6, 10, 16, 
20, 26, and 30—-therefore, there is a change in income which gives 
rise to expectations of future changes in income in the same di- 
rection, in spite of the unaltered level in the increment in dynamic 
investment. In the next periods—namely, 7, 11, 17, 21, and 27— 
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there is a different increment in dynamic investment which ini- 
tiates a new chain of increments which follow a pattern similar 
to the previous phase. In Tables 1 and 2 it is, therefore, the incre- 
ment in dynamic investment which changes as soon as income is 
altered. 

In contrast to these tables, Table 3 demonstrates how changes 
in consumption may under certain assumptions initiate the phases 
of a regular and uniform forty-month cycle in income. Instead 
of there being a change in the increments in dynamic investment 
in the critical periods—namely, 7, 11, 17, 21, and 27—the change 
in Table 3 is from the side of consumption. In these critical periods 
the increments in dynamic investment remain constant, but the 
marginal propensity to consume changes in the same direction as 
dynamic investment alters in Tables 1 and 2. In Table 3 con- 
sumers anticipate a future change in income in the same direc- 
tion and readjust their consumption expenditure accordingly. In 
Table 3 there is some outside change which gives rise to an in- 
crement in consumption in the first period and an equal increment 
in induced investment; but there is no increment in dynamic in- 
vestment. In the case of the upper and lower turning-points in 
income, the marginal propensity to consume declines in the pe- 
riod following the change in income. After the decline in income, 
consumers anticipate further decreases in the future and there- 
fore reduce the proportion of the increment in income which is 
spent for consumption in the next period. After the lower turn- 
ing-point is passed, consumers anticipate future increases in in- 
come and therefore reduce the proportion of the decrement in 
income by which they diminish their consumption. Thus in Pe- 
riods 7, 17, and 27 the marginal propensity to consume falls. 
When the increments in income change from being positive to 
negative, or from negative to positive, consumers anticipate fur- 
ther changes in the same direction and increase the marginal pro- 
pensity to consume in the next period. After Period 10, in which 
income becomes negative, consumers increase the proportion of 
the decrement in income by which they reduce their consumption 
in Period 11. Likewise in Period 21 consumers anticipate further 
increases in income and increase the proportion of the increment 
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in income which they spend on consumption. Thus in Periods 11 
and 21 the marginal propensity to consume rises. 

There is, however, such a change in income in these periods— 
namely, 7, 11, 17, 21, and 27—that a new chain of increments in 
dynamic investment is initiated in the next periods. After two 
periods in which changes in income in the same direction occur 
and in which there is no change in the increments in dynamic in- 
vestment, investors anticipate further changes in income in the 
same direction and alter their plans accordingly. Thus a new 
chain of increments in dynamic investment is initiated. This series 
of increments remains at its maxima and at zero for an additional 
period as compared with the same series in Tables 1 and 2. This 
difference is due to the distinguishing characteristic of the tables. 

An important conclusion follows from the comparison of Tables 
1 and 2 with Table 3. Tables 1 and 2 illustrate how changes in dy- 
namic investment under given assumptions initiate a regular and 
uniform forty-month cycle in income. On the other hand, Table 3 
demonstrates how changes in consumption under only slightly 
different assumptions result in a similar forty-month cycle in 
income. In all three tables the changes in income alter expecta- 
tions, whether from the side of investment or from the side of con- 
sumption, and cause the recurring cyclical phases. In the real 
world it may well be that the change in expectations brings about 
a simultaneous change in the marginal propensity to consume and 
in the increments in dynamic investment in the same period. It 
would not be difficult to draw up such an illustrative table. 

It is now necessary to distinguish between Tables 1 and 2, even 
though they are of the same general type. The difference is to be 
found in a comparison of the second and third columns of each 
table. In Table 1 the increments in dynamic investment are 10, 
30, 60, etc., and the marginal propensity to consume varies from 
75 to 60 per cent. In Table 2, however, the increments in dynamic 
investment are 5, 20, 60, etc., and the marginal propensity to con- 
sume varies from 80 to 55 per cent. Thus the rate of change in 
the increments in dynamic investment and the variation in the 
marginal propensity to consume are greater in Table 2 than in 
Table 1. From this comparison there would seem to follow this 
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conclusion: If the forty-month cycle in the increments in income 
is to be regular and recurring and if the determinants of a two 
months’ time period and a relation of 1 are to remain fixed, the 
more rapid the rate of change in the increments in dynamic in- 
vestment, the wider must be the variation in the marginal pro- 
pensity to consume over the cycle. 

In describing how the determinants interact, the question of 
why the determinants have their respective values has gone un- 
answered. It is now necessary to dispose of this question, before 
indicating the implications which may be drawn from the tables. 
The answer to this question must be given for each of the four 
determinants—the time period, the increments in dynamic in- 
vestment, the marginal propensity to consume, and the relation. 
In the case of each the value of the determinant was made to con- 
form to reality where possible. The underlying assumptions of 
the tables are, therefore, based as closely as possible upon econom- 
ic reality. 

Tables 1, 2, and 3 have a two months’ time period as being on 
the average the time required for an expenditure to be respent 
and become income. 

As to the period of circulation, it may be assumed that wages are spent, 
for the most part, within a week, and begin to result in increased wage pay- 
ments to other workers in a fairly short period. Interest and dividend pay- 
ments may be received, on the average, about 2 months after they are earned, 


but are slower in being spent. On this basis it would seem that an average 
cycle of 2 months would be a conservative estimate.‘ 


Inasmuch, however, as the total of wage, salary, and rental 
payments may exceed the total of dividend and interest pay- 
ments, a two months’ period may seem too long. Table 4 is there- 
fore drawn up with a period of one month. In order to save space, 
only the essential series—the increments in dynamic investment 
and the marginal propensity to consume—are listed for the several 
periods as horizontal rows instead of columns. By assuming a re- 
lation of 1 between changes in consumption and induced invest- 
ment and by assuming that each cyclical phase is initiated by a 


4J. M. Clark, Economics of Planning Public Works (Washington, D.C., 1935), 
p. 87. 
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change in the increments in dynamic investment following a 
change in income, the increments in income for the several peri- 
ods may be found. Table 4 is therefore of the same general type 
as Tables 1 and 2. The series of increments in income for Table 4 
will show a regular and uniform forty-month cycle in income. 

As regards the determinant—dynamic investment—the figures 
are arbitrary and their absolute values are unimportant. The sig- 
nificant feature of this determinant is the rate of change in the 
increments. The series of increments in dynamic investment de- 
scribes a regular and uniform cycle, which is composed of four 
phases, each phase having a definite pattern in the change of the 
increments. The question of why the figures for dynamic invest- 
ment have their respective values is now seen to be made up of 
two subordinate questions: Why do the increments follow the 
definite rate of change within each phase? and Why does one 
phase lead into the next? The first general question is disposed 
of when the last two questions have been answered. 

In all the tables the rate of change in the increments in dynamic 
investment is at first slow, then it increases, and, finally, falls 
back to zero when the increments level off and remain constant.‘ 
The explanation of this pattern of change within any phase is to 
be found in the dynamic nature of the series. It depends upon 
expectations. A small change is followed by a larger one in the 
same direction as soon as the passage of time shows the first 
change to have been in the right direction and to have been based 
upon correct anticipations. However, the rate of change cannot 
continue increasing indefinitely. The process is cumulative only 
within limits. 

When the cumulative process is away from normal, whether in 
the positive or in the negative direction, technical limits to a con- 
tinuing increase in the rate of growth in the increments in dynamic 
investment sooner or later develop. When the increments are in- 
creasing above normal, new investment outlets open up less rap- 
idly, and the technical difficulties of expanding production of in- 
vestment goods are likely to increase. This explanation of the up- 

s Elmer C. Bratt, Business Cycles and Forecasting (Chicago, 1940), pp. 229 and 
244. 
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per limit may become clearer after the discussion of the com- 
ponents of dynamic investment in a subsequent paragraph. When 
the increments are increasing in the negative direction, the limit 
is reached when replacement and maintenance outlays can no 
longer be increasingly postponed. Many capital goods, if not 
most, require a minimum of repair and maintenance—even 
though idle—in order to be efficiently useful in the future. Thus 
the decrements out of repairs and maintenance are not likely to 
continue to increase indefinitely. 

When the increments in dynamic investment are decreasing 
from their positive or negative maxima toward normal, the reason 
why the increments level off at zero is to be found in one of the 
original assumptions which underlie the tables. It has been as- 
sumed that there are no outside disturbances or shocks to inter- 
fere with the regular interaction of the determinants and the flow 
of economic activity. It seems most logical with this assumption, 
therefore, to draw up the series as though the dynamic investors 
anticipate a return to normal. They have no reason to expect that 
the level of income will change from the positive to the negative, 
or from the negative to the positive. Not until the level of income 
has changed do they alter their expectations. There is some evi- 
dence to bear out this pattern of change. When income is rising 
from a minimum toward normal, producers are likely at first to 
repair and improve old capital, which has not been kept up during 
idleness. Producers may not undertake dynamic investments un- 
til the level of income warrants expanding and installing new 
capital. Likewise, when income is falling from a maximum toward 
normal, producers are likely to maintain and repair existing capi- 
tal, until the decline of income below normal forces them to re- 
duce this outlay. The increments in dynamic investment are, 
therefore, made to level off at zero before another phase or chain 
of increments is begun. 

A brief description of the possible components of dynamic in- 
vestment may, at this point, make the foregoing explanation of 
the pattern of change within any phase of the series more realistic. 
The increments in dynamic investment may be composed of any 
one or any combination of the following forms of net spending: 
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for working capital, either as unfinished goods in process of pro- 
duction or as inventories of finished goods; for fixed capital, either 
as extensions of existing techniques or as innovations; and for gov- 
ernment purposes, either as relief payments or as public works and 
armament needs. When any one of these kinds of investment is 
increasing above normal, the rate of change in the increments is 
likely to be at first slow, then more:rapid, and finally to decrease. 
A relatively small private investment which turns out to be profit- 
able is likely to induce larger outlays of the same nature in the 
future. Government spending is also likely to start with relatively 
small increments, and then, as the program of rearmament or pub- 
lic works or supporting the unemployed takes shape, the govern- 
ment’s outlays increase. Hence the increase in the rate of growth 
in the increments in dynamic investment. The rate of growth 
is, however, almost certain to decrease. Technical limits are likely 
to develop. For example, the stocks of durable goods are not 
likely to increase beyond existing storage capacity. Before this 
limit is reached, the profit margin on these goods may decline as 
the flow of goods catches up with the increasing outlay. The con- 
struction of fixed capital, whether for extensions or for innova- 
tions, is likely to reach its limit when the potential output from 
the growing capacity, together with the expectation of profit in 
the particular industries, no longer warrants an increasing expan- 
sion of capital. The rate of increase in government net spending 
is also likely to decrease as soon as the particular relief needs or 
other programs are being met. Hence the increments in dynamic 
investment level off and remain constant. 

There is a similar pattern of change for the components of dy- 
namic investment when the increments are increasing in the nega- 
tive direction below normal. A reduction of working and fixed 
capital may be followed by a larger reduction when the first re- 
duction is seen to have been in the right direction. There are, 
however, likely to be technical limits to a continuing increase in 
the decrements in the case of each component. For example, the 
stocks of durable goods are not likely to be reduced below the 
point which is set by the profitable conduct of the reduced volume 
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of output. There is always a profitable level for working capital 
for each volume of output. Fixed capital must be maintained to 
some extent in order to be useful again in the future. Government 
spending is not likely to be reduced below the point which is nec- 
essary for the conduct of its essential services. Thus the pattern 
of the decline in the increments below normal is similar to their 
increase above normal. 

A description of the behavior of the components of dynamic in- 
vestment during the phases in which the increments are decreas- 
ing toward normal would add nothing to the foregoing theoretical 
explanation. It would be useless, therefore, to describe how each 
component might alter its rate of change during the recession and 
recovery phases. 

In the foregoing explanation of the pattern of change within 
any phase of the increments in dynamic investment there is no 
explanation of why one phase leads into the next. All the above 
components of dynamic investment depend upon anticipations 
of one kind or another. The outlays are made in expectation of 
changes in later periods. It does not seem contrary to reality, 
therefore, to assume that a change in the level of income alters 
anticipations either on the part of dynamic investors or on the 
part of consumers. This assumption seems to be substantiated by 
the behavior in income, even if there are no changes during the 
critical periods in the increment in dynamic investment and in the 
marginal propensity to consume. In this case the direction of 
change in the level of income continues in spite of the condition 
that anticipations are unaltered. Thus, if there is no change in 
expectations in these periods, the decisions of the dynamic in- 
vestors turn out to have been made on incorrect anticipations. It 
does not seem unrealistic, therefore, to assume some change in 
expectations either on the part of dynamic investors or on the 
part of consumers in the critical periods.® 

In order to answer the question of why the marginal propensity 
to consume has the values listed in the third column in Tables 1, 


*G. von Haberler, Prosperity and Depression (Geneva, 1937), pp. 96, 134-35, 
138-39, 206-7, 242-43. 
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2, and 3, it is necessary to recall the work of Keynes’ and Clark.* 
Each independently of the other estimated the marginal propen- 
sity to consume for the United States to be about %. It seems 
to me, however, that the influence which the cycle in income 
exerts upon the marginal propensity to consume must be taken 
into account.? In drawing up the tables, the figure of 3 is re- 
garded as the average about which the values for the several pe- 
riods fluctuate in accordance with the cyclical wave in income. 
The amount of change in the marginal propensity to consume 
from period to period and the regularity of this change are, of 
course, entirely arbitrary. The extent of the variation in the mar- 
ginal propensity to consume over the complete cycle is not so 
great as that which Dr. Lauchlin Currie finds in his study.’® It 
would seem, however, that his analysis results in annual estimates 
of the marginal propensity to consume and may ignore the dis- 
tinction between dynamic and induced investment. It is felt, 
nevertheless, that the figures for the marginal propensity to con- 
sume listed in the third column are sufficiently characteristic of 
the real world for illustration. 

There now remains the last of the four determinants of the 
forty-month cycle, and its value must be explained. The answer 
to the question of why the relation has the value of 1 is to be 
found in the theoretical relation between the value of consumers’ 
goods and the value of these unfinished goods in the earlier stages 
of production. In the equilibrium of the circular flow the value 
of the flow of finished consumers’ goods is just sufficient to pay 
for all their costs of production which are incurred in the earlier 
stages. For any period in which the economy is in equilibrium, 


7 John M. Keynes, The General Theory of Employment, Interest and Money (New 
York, 1936), p. 128. 

8 Op. cit., p. 93: “It is interesting to note that Keynes, with these considerations 
in mind, has estimated the leakage for the United States at one-third, in a paper de- 
livered after the present writer had independently made the same estimate” (see 
also pp. 89, 94-95). 

9° Ibid., p. 93: “The assumption that conditions governing leakages remain un- 
changed for this length of time, is as already noted, unrealistic.” 

10 “Some Theoretical and Practical Implications of John Maynard Keynes’s The- 
ory,” in The Economic Doctrines of John Maynard Keynes (Washington, 1938), 
PP. 15-27. 
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the value of the consumers’ goods in the final stages is equal to the 
value of the goods in process of production in all the earlier stages. 
This equality is necessarily so, as the sum of all the increments 
in value added in the earlier stages must be met by the final value. 
In equilibrium, therefore, an increase, or a decrease, in demand 
for consumers’ goods would be accompanied by an equal increase 
or decrease in value of the goods in process of production in the 
earlier stages, if all other things remain equal and fixed. Thus the 
relation is 1. 

It is obvious that, although the relation may have this unique 
and constant value in pure theory, the condition requiring other 
things to remain equal during the course of the cycle is unrealistic. 
In the actual world other things never do remain equal through 
time. This conflict between reality and pure theory may, never- 
theless, be resolved. The difference, whether positive or negative, 
between the actual amount of induced investment and the theo- 
retical amount, which is determined by a relation of 1, may be 
regarded as a part of dynamic investment for the period. The de- 
viations in induced investment beyond the theoretical figure are 
probably due to dynamic considerations. They may depend upon 
anticipations of future changes. To treat these deviations as a 
part of dynamic investment is, therefore, reasonable. 

Now that the description of how the tables are drawn up and 
why the four determinants have their respective values is com- 
pleted it is well to indicate the ways in which the tables are sug- 
gestive. The foregoing detailed description of the several columns 
and the four determinants may have obscured the meaning of the 
general analysis. The significance of the tables, it seems to me, lies 
in three general directions. They may be applied in the fields of 
analysis, of forecasting, and in teaching the subject of the business 
cycle. 

In the general field of analysis the tables are suggestive in two 
directions. First, they help to indicate the relation between the 
forty-month cycle and the other simultaneous cyclical waves, 
namely, the seasonal, secular, and Juglar™ fluctuations. Second, 
the tables are suggestive as regards certain aspects of policy. 


*t Joseph A. Schumpeter, Business Cycles: A Theoretical, Historical, and Statisti- 
cal Analysis of the Capitalist Process (New York, 1939), pp. 166-68. 
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A secular trend, as well as the forty-month cycle, may be in- 
cluded in the tables under certain assumptions concerning the 
marginal propensity to consume and the increments in dynamic 
investment. The marginal propensity to consume may have un- 
dergone a secular trend over the past century or more. The per 
capita real income in many countries has risen significantly in this 
period, and the marginal propensity to consume may have de- 
clined somewhat. For a short period, say twenty to thirty years, 
the tendency may be negligible. For such a period it is assumed 
that the marginal propensity to consume indicates no trend. Dy- 
namic investment, however, may undergo an upward trend, pro- 
viding that the trend increments are small, relative to the cyclical 
increments in dynamic investment. If there is added to the exist- 
ing series of increments in dynamic investment another series 
which has a regular arithmetic trend and which is relatively small, 
the increments in income may be worked out, assuming the re- 
maining determinants to be unchanged. The increments in income 
will indicate a regular periodicity of forty months measured from 
the turning-points and an upward trend. It is also possible, under 
certain assumptions, to include a series of increments in dynamic 
investment which havea geometric trend. First, the trend incre- 
ments must be relatively very small, and, second, the rate of 
growth must be very slow. If these assumptions are not fulfilled, 
the trend increments will at a certain point be relatively so large 
that they dominate the cyclical increments in dynamic invest- 
ment. After this point the forty-month cycle is destroyed. 

The working model as set forth in the tables is also suggestive 
as to the relation of seasonal fluctuations to the forty-month 
cycle. Under given assumptions similar tables may be made which 
indicate the interaction of both waves simultaneously. The margi- 
nal propensity to consume and the increments in dynamic invest- 
ment are likely to vary with the seasons, as well as with the cycle. 
If, however, the seasonal variations are regular and small rela- 
tive to those of the cycle and if the other determinants remain 
constant, it may be possible to work out the resulting increments 
in income which would fluctuate with the seasonal and forty- 
month waves. This new series would, however, no longer indicate 
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the regular and uniform periodicity of the above tables. A forty- 
month cycle is not divisible into an exact number of years. The 
seasonal variations at times reinforce and at times counteract the 
cyclical deviations in the marginal propensity to consume and in 
the increments in dynamic investment. May not this irregular 
periodicity in the new series of increments in income have an im- 
portant application to reality? In the actual world the forty- 
month cycle, so called, is not regular and uniform.” In fact, it 
varies considerably through the years for which figures are avail- 
able. 

The working model, as so far set forth, is also suggestive as re- 
gards the relation of the forty-month cycle to the Juglar wave." 
The latter seems to be a longer" and larger wave than the forty- 
month cycle. The longer wave seems to be contemporaneous with 
the shorter rather than being a periodic enlargement of the latter. 
It is, therefore, necessary to combine them in a working model in 
such a way that the Juglar exists simultaneously with two or three 
waves in the forty-month cycle without altering the periodicity 
in the latter and that there then follows a larger wave in income. 
Such a working model may be developed by combining the fore- 
going analysis with certain additional assumptions. First, the 
series of trend increments in dynamic investment are net invest- 
ments in innovations, and the stoppage, either temporarily or 
permanently, in the innovation means a break in the trend incre- 
ments. Second, the process of innovating reacts upon the margi- 
nal propensity to consume so as to increase the wave in income. 

The first assumption is not entirely removed from economic re- 
ality, and it is well to indicate the ways in which reality and the- 
ory agree for each division of the assumption. It may be recalled 
that the trend increments in dynamic investment must be rela- 
tively small and continuous, if the forty-month cycle is to continue 
regularly. The introduction of an innovation is likely to proceed 
only within a small sector of the economy. Net investment for 
innovation is likely, therefore, to be a fraction of total net invest- 


" Mitchell, op. cit., pp. 337-43, 360-446. "3 Ibid., p. 453. 
“4 Haberler, of. cit., pp. 175-76. Haberler suggests that the length may be from 
eight to ten years. ; 
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ment, and the application of the innovation is likely to increase. 
Thus the proportion which net investment for innovation bears 
to total net investment changes in the course of an innovation 
wave. This change is also characteristic of the relation of the trend 
increments to the cyclical increments in dynamic investment as 
set forth above. There is, then, some similarity between the pat- 
tern of change of net investment for innovation and a regular 
growth trend. In the actual world, however, the former is likely 
to follow a rate of change which is at first slow, then rapid, then 
levels off, and is unlike a uniform regular trend. This difference 
may be accounted for in two ways. First, the share of the cyclical 
increments in dynamic investment which goes for innovation pur- 
poses may increase. This does not alter the relation between the 
trend increments and the cyclical increments in dynamic invest- 
ment. It merely permits the amount of net investment going for 
innovation to increase. Second, the rapid growth in the introduc- 
tion of the innovation may be financed from the increase in volun- 
tary savings. Replacement funds may be used for innovation. 
Thus the actual iritroduction of the innovation may proceed at a 
faster rate than the growth trend. In this way an innovation 
wave's may continue for a time without altering the periodicity in 
the forty-month cycle. 

The introduction of the innovation, will, however, be stopped 
sometime, and this brings the discussion to the second part of the 
first assumption. Why may the introduction of the innovation be 
stopped and why does this break the growth trend? The answers 
to these questions help to explain the interrelation between the 
Juglar and the forty-month cycles. 

The introduction of the innovation may be stopped for one or 
both of two reasons. The trend increments in dynamic invest- 
ment, which are being used for innovations, are a growing addition 
to the economy and therefore require an increasing supply of the 
factors of production and an ever increasing supply of new money. 
The growth of the increments in dynamic investment, however, 

1s Schumpeter, The Theory of Economic Development, p. 228; R. K. Merton, “Fluc- 
tuations in the Rate of Industrial Inventions,” Quarterly Journal of Economics, May, 
1935, P- 464. 
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is likely to proceed at a faster rate than the growth of the factors 
of production and of credit. At the same time there is likely to 
develop a relative shortage of the factors of production and of 
credit, causing their prices to rise. The time at which this is likely 
to occur is, furthermore, during the upswing of the forty-month 
cycle above normal. Then the increasing cyclical increments are 
being added to by an increasing series of trend increments, and 
thus the demand for factors and for credit is rising rapidly. The 
resulting increase in factor prices reduces the profit margin and 
stops the introduction of the innovation. The relative shortage of 
factors and of credit is, therefore, the first reason for a stoppage in 
the introduction of the innovation. The second reason is that at 
some point the introduction of the innovation reaches the limit of 
its profitableness. The introduction of the innovation results in an 
increase of output in some industry, and at some point it is likely 
that any additional output would cease to be profitable. Then the 
introduction of the innovation stops. 

It is now necessary to explain why a stopping of the introduc- 
tion of the innovation results in a break in the trend increments in 
dynamic investment. When the stoppage is due to a rise in factor 
or credit prices, the continuation of the introduction of the inno- 
vation is not likely to occur until their prices have fallen. In the 
actual world this fall takes time and may give rise to anticipations 
of further declines and may result in the postponement of dynam- 
ic investments. This cumulative process is the common line of 
argument and needs no further description. When the stoppage 
in the introduction of the innovation is due to the profitable com- 
pletion of the innovation, the trend increments in dynamic in- 
vestment are likely to fall for several reasons. A new innovation 
of equal magnitude is not likely immediately to take the place of 
the former. The replacement demand for capital in the industry 
in which the innovation has been adopted is very probably less 
than the former current demand for the innovation. In the in- 
dustries which compete with the innovation the profit margin may 
have fallen so far that the replacement demand for their capital 
may be insignificant. Thus the regularity of the trend increments 
in dynamic investment is likely at some point to be broken. 
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Such a break in the trend increments in dynamic investment 
exerts a deflationary influence. The combined series of trend and 
cyclical increments in dynamic investment is reduced from what 
it otherwise would have been. The upswing in income is either 
reduced or checked and the downswing intensified. 

The second assumption, which was made to indicate the rela- 
tion between the forty-month cycle and the Juglar wave, must 
be explained. This assumption concerns the influence of the in- 
novation wave upon the marginal propensity to consume. It 
seems reasonable to expect that the successful introduction of an 
innovation creates a feeling of optimism. The innovators them- 
selves are likely to be filled with hopeful anticipations. Further- 
more, the upward trend in income which continues in spite of the 
recurring forty-month cycle may give rise to anticipations of a 
continuing growth. As the Juglar wave continues, consumers 
may, therefore, become more willing to spend a larger proportion 
of the increase in income for consumption. The marginal pro- 
pensity to consume may fall less rapidly or rise more rapidly. 
This has an inflationary tendency. It seems that this upward 
tendency is likely to develop during the prosperity phase of a 
forty-month cycle. This is an optimistic phase even without the 
influence of the Juglar wave. But, reinforced by the upward tend- 
encies in the latter, the marginal propensity to consume is likely 
to indicate a greater willingness to consume. This increases not 
only the increments in consumption but also the increments in 
induced investment and prolongs the upswing in the increments 
in income. When the end of this prosperity phase is reached, as 
in reality must occur, there is likely to be an opposite reaction in 
the marginal propensity to consume. Not only may the previous 
excess of optimism, which turned out to be unfounded, result in 
an unusually pessimistic anticipation, but also the break in the 
trend-increments in dynamic investment aggravates the down- 
swing, which in turn causes a pessimistic outlook. For these 
reasons the marginal propensity to consume is likely to react in 
the deflationary direction and to prolong the downswing in 
income. 

When it is recalled that the Juglar wave varies and that this 
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periodicity may be between two and three waves of the forty- 
month cycle, does not the working model suggest a possible ex- 
planation of the relation of the Juglar and the forty-month cy- 
cles?*® 

In the general field of analysis the tables are also suggestive as 
regards policy. As set forth in the tables the active determinants 
are the increments in dynamic investment and the marginal pro- 
pensity to consume; the time period and the relation remain un- 
altered in the course of the cycle. In the actual world the margi- 
nal propensity to consume and dynamic investment are subject 
to somewhat independent and spontaneous variations. If the for- 
ty-month cycle is to be controlled, it is not sufficient for the policy 
authority to have control over only one of these determinants. 
The other would still remain free to fluctuate and cause fluctua- 
tions in income. For the most part the policy authorities have 
exercised but little of what few means they do possess for con- 
trolling the marginal propensity to consume. The difficulties of 
controlling the forty-month cycle are, furthermore, increased in 
the modern wealthy capitalistic economy. In such an economy 
the variations in the marginal propensity to consume and in the 
increments in dynamic investment are likely to be wider and 
more spontaneous and independent. Small changes may occur 
without the policy authority taking action, and then it may be 
too late. It is well to recall an earlier conclusion. Other things re- 
maining equal, the wider the variations in the marginal propensity 
to consume, the greater may be the rate of change in the incre- 
ments in dynamic investment and still result in a forty-month 
cycle. Thus a small increment in dynamic investment which oc- 
curs unnoticed by the policy authority may result in a large in- 
crement in income when the marginal propensity is high. 

If, furthermore, the foregoing analysis of the interrelation of 
the forty-month cycle and the seasonal, secular, and Juglar waves 
is accepted, it is seen how complex the problem of policy be- 
comes. Some of the seasonal variations in these determinants are 

6 Mitchell, op. cit., p. 385: “.... Kitchin . . . . suggested that the cyclical fluc- 


tuations of trade are composed of minor cycles averaging 40 months in length, and 
major cycles, which are aggregates of two or, less often, of three minor cycles.” 
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beyond control, and the policy authority may not want to reduce 
or retard the adoption of new methods and innovations. 

If, on the other hand, the interaction of the various simultane- 
ous waves is ignored or denied, the tables seem to suggest two 
possible aims for policy if the forty-month cycle is to be elimi- 
nated. Let it be assumed for convenience that there are no ir- 
regular or spontaneous changes in the marginal propensity to 
consume or in the increments in dynamic investment. Policy 
may be based on one of two possible hypotheses. The increments 
in dynamic investment may be regarded as fluctuating uniformly 
about zero or as rising to a maximum, where it will remain as 
long as income does not decline. The difficulties of such a policy 
are different under each assumption. 

When the increments in dynamic investment are regarded as 
plus and minus deviations about zero, the policy must be to pre- 
vent any increments in the first place. In the first period of the 
working model when profit prospects increase, some action must 
immediately be taken to prevent any dynamic investment. The 
acts of the policy-makers must be effective at the time when profit 
prospects improve. This requires that the policy-makers have 
equal foresight with the investors, because, if the policy decisions 
are made after dynamic investment has occurred, a reaction below 
normal levels is inevitable. 

Under the second hypothesis, in which the increments in dy- 
namic investment are regarded as rising to a maximum, where 
they remain as long as income does not fall, the aim of policy must 
be to prevent the increments in income from rising above the 
figure determined by the multiplier. The reason why income can- 
not be allowed to rise above this figure lies in the fact that income 
will not fall below it so long as it had not been permitted to rise 
above it. For example, in Table 1 the marginal propensity to 
consume is given as 60 per cent at the time when the increments 
in dynamic investment are at the maximum, and, therefore, the 
multiplier is 2}. Thus a net expenditure of 60 which continues 
indefinitely will raise income by 150 on the average. To prevent 
a decline of income it is, therefore, necessary to keep income from 
rising above this figure. To achieve this the policy-makers may 
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take various measures at different times in the first, second, and 
third periods. In any case, however, some action must be taken 
before the end of the fourth period, because without sufficient ac- 
tion the increment in income rises above 150 in this period. When 
the policy of maintaining stability has achieved its aim, the pe- 
riodic increment in dynamic investment is 60, in consumption go, 
in induced investment o, and in income 150. This is a permanent 
situation as long as there is no change in the increment in dynamic 
investment and in the marginal propensity to consume. 

The entire foregoing discussion is suggestive and helpful in 
teaching certain subjects in economics. They include not only the 
course of the trade cycle as set forth in this paper but also the 
behavior of prices over the cycle and certain limited applications 
in the fields of international trade and government finance and 
taxation. It is, perhaps, well to indicate briefly how the tables are 
helpful in the case of each topic. 

As regards the fluctuations in prices of particular categories of 
goods over the course of the cycle, let us take, for example, the 
behavior of the prices of dynamic investment goods during a 
prosperity phase. When the increments in dynamic investment 
are increasing above normal, the demand for these goods is rising. 
Their supply is, however, not likely to increase so rapidly. The 
income of the economy is above normal, and it is, therefore, likely 
that the industries in question are operating without idle capac- 
ity. The increase in supply of dynamic-investment goods requires 
time, and thus at first proceeds at a slower rate than the increase 
of demand. The prices of these goods rise together with the profit 
margin from their production. Near the end of the phase, how- 
ever, the increments in dynamic investment remain constant, and 
the demand for these goods no longer increases. The supply of 
these goods, on the other hand, may continue to increase. Their 
production takes time and was begun in earlier periods so that 
the increase in output reaches the market in later periods. Thus 
the prices of dynamic-investment goods are likely to rise less 
rapidly and level off, if they do not fall. The profit margin on their 
production grows smaller and may disappear. In this way the 
phase of increasing increments in income may be accompanied 
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with rising prices for dynamic-investment goods, and the peak 
in the latter may not be many periods removed from the peak in 
the former. A similar application of the tables to the behavior of 
prices may be made for the other cyclical phases and for other 
categories of prices—for example, the prices of consumers’ goods. 

In the case of the subject of international trade, the tables have 
the limited application of helping to explain the international 
movements of the trade cycle. After certain additional assump- 
tions concerning the nations in which the various kinds of net 
spending occur and concerning the changes in the balance of pay- 
ments between the nations, the international aspects of the trade 
cycle may be described. A variety of cases may be worked out, 
depending upon the different assumptions concerning the inter- 
national conditions. 

In the case of the subject of government finance and taxation, 
the tables may be helpful in a limited way. Two additional as- 
sumptions are necessary. If the increments in dynamic invest- 
ment are arbitrarily divided into two contemporaneous series— 
private dynamic-investment and government net spending—it is 
possible to describe the effect of an unbalanced budget upon in- 
come. If certain additional assumptions concerning the income 
tax system are made, it is possible to describe how an unbalanced 
budget at the proper time may help to increase the government’s 
income from taxation in later periods and how a balanced budget 
may result. 

There remains the last field in which this working model is sug- 
gestive—that of business forecasting. In order to estimate the in- 
crement in income for any period it is necessary to know the in- 
crement in dynamic investment, the marginal propensity to con- 
sume for the same period, and the increment in income for the 
previous period. If a series of data which is representative of 
dynamic investment is given, together with an estimate of the 
marginal propensity to consume, it is possible to estimate the in- 
crement in income for the last period for which the series is given. 
This is hardly to be called forecasting, however, as some data for 
this period are already known and are a part of the past. 

It is possible, however, to make certain ptedictions concerning 
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the income of the next period. The increment in income is 
obtained by adding the increments in dynamic investment, 
in consumption, and in induced investment for the same 
period. Two of these increments for the first period in the 
future may be calculated. By estimating the marginal propensity 
to consume, the increment in consumption for the first period in 
the future is obtained. By taking the difference between this in- 
crement and the consumption increment of the last historical pe- 
riod, the increment in induced investment for the first future pe- 
riod may be obtained. 

It is, therefore, possible to say what the increment in dynamic 
investment must be, if income is to remain constant, rise, or fall. 
Some basis exists for predicting what the increment in dynamic 
investment is likely to be. The direction and rate of change of 
the series is known; also the relation of the flow of output to net 
expenditure. Thus the curve representative of the series may be 
extrapolated, and the likelihood of income’s remaining constant, 
rising, or falling may be estimated. 

In a similar way periods further into tne future may be pre- 
dicted. Of course, any such estimates depend upon the accuracy 
of the extrapolation and of the estimate of the marginal propen- 
sity to consume,"’ upon the extent to which the time period and 
the relation vary in the course of the cycle and upon how un- 
predictable events may interfere with the working of the economy. 


7 Currie, op. cil., pp. 15-27. 
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I 


ECENT discussions of Soviet economics have referred fre- 
quently to the extent of the inequality of earnings in the 
U.S.S.R. and the direction in which the inequality is 

tending. The present paper deals with the statistical problem of 
measuring, at two separate periods, the distribution of the wage 
and salary bill among Soviet industrial workers. The general im- 
plications of the investigation are reserved for separate considera- 
tion, but it is well to caution the reader that they are not to be 
extracted without careful analysis. It is a prevalent misconcep- 
tion, for example, that the persistence of inequality in the Soviet 
Union in itself represents a departure from Marxist principles. 
However Marx might have regarded the precise course taken by 
Soviet wage policy and the present Soviet wage differentials, it is 
clear that he did not expect equality of distribution to follow in any 
short period of time the socialist revolution. Only in an advanced 
stage of socialism, according to Marx, is inequality of income to 
be liquidated. Only then can society inscribe on its banners the 
slogan “from each according to his ability, to each according to 
his needs.’ The stage of socialism in which a distribution accord- 
ing to needs is realized has since been designated “communism”’ in 
Marxist literature to contrast it with the stage preceding, which is 
called simply “socialism.’’ 

* This paper is part of a larger study which was undertaken with the aid of a 
Sheldon Fellowship from Harvard University. 

* Cf. Critique of the Gotha Programme (International Publishers’ ed. [New York, 
1938]), pp. 8-10. 


3In the first stage after the revolution, Marx argued, “bourgeois right” still 
will prevail in the sphere of distribution. The context of this right is only 
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The statistics and other factual materials used in the present 
study have been obtained for the most part from Soviet sources. 
To what extent can such data inspire confidence? This question 
has confronted other writers on Soviet economics and in part my 
confidence in the reliability of the data used here is based on the 
favorable answer which careful students of the subject have given 
it. But independent considerations also lead me to regard the 
Soviet materials as trustworthy. The data which are studied here 
are used and discussed in Soviet economic journals and in other 
Soviet publications. It seems clear that these materials are also 
the facts on which Soviet administrators base their decisions. On 
this score alone ‘‘double bookkeeping” is not remotely probable. It 
has been found also that the data used in the present study, when 
taken together with other Soviet factual materials, exhibit a 
broad consistency in widely diverse fields and in very different 
vehicles of expression. An “‘external’’ consistency, too, if the term 
may be used, is apparent. A comparison, which has been under- 
taken, between the inequality of wages in the U.S.S.R. and in 
capitalist countries reveals a striking uniformity in results, with 
respect to both the relative inequality in different industries and 
the general level of inequality in the different countries.’ Such 
consistency, of course, could hardly be demanded of the data. 
But it could not have been realized if the Soviet statistics were 
distorted or if in important degree they were inaccurate. 


sketched, and it has been subject to different interpretations, but there is good 
reason to suppose that Marx meant by it payment according to productivity. 

4Cf. A. Z. Arnold, Banks, Credit, and Money in Soviet Russia (New York, 1937), 
pp. xi, xii; and Colin Clark, A Critique ef Russian Statistics (London, 1939); see also 
Sidney and Beatrice Webb, Soviet Communism (New York, 1936), p. 651 n. 

5 One of the comparisons relates to thirteen industries in the U.S.S.R. in 1928 
and in the United States in 1904 (the selection of the latter year for the comparison 
was motivated primarily by a consideration of the relative stage of technical de- 
velopment in the Unites States and in the U.S.S.R.). Nine of the thirteen industries 
exhibit an approximately identical order in the two countries, when ranked accord- 
ing to the level of the inequality of earnings. The measure of inequality used—the 
ratio of the first to the third quartile—is the inverse of that described below in Sec. 
IV of this paper. For all thirteen industries the average absolute difference in the 
quartile ratios, as between countries, is 5.4 per cent. It is hoped to publish the de- 
tailed results of this comparison and of a comparison between Soviet and pre-war 
Russian wages in a later study. 
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These remarks are not intended to constitute a blanket indorse- 
ment of “Soviet facts.” In interpreting the Soviet materials and 
in judging their accuracy and, as well, the likelihood of distortion, 
a scrutiny of the data is required. As elsewhere, perhaps to a 
greater extent, attention must be given to the subject matter, the 
source of the data, the supplementary materials presented with it, 
and the manner of presentation. The basic data used in the pres- 
ent study are from publications by a government statistical bu- 
reau and from another comparable source. The data are described 
in Sections III and IV below. 


II 


The two periods for which Soviet distribution is studied in the 
present paper are March, 1928, and October, 1934. In Soviet lit- 
erature the year 1928 marks the end of the period of industrial 
“restoration” in the U.S.S.R., the beginning of the period of “re- 
construction.” The immediately preceding years were occupied 
fully with the task of recouping the catastrophic losses which were 
the cumulative effect of world war, civil war, and famine. The 
pre-war output of coal was first exceeded in 1927, while the pre- 
war output of pig iron was not surpassed until 1930.° The indus- 
trial development of the country soon was pushed to higher levels, 
however, as the economy was adjusted to the tempo of the five- 
year plans. The first plan was confirmed by the Soviet govern- 
ment in 1929. Its period of operation was to extend from the 
fourth quarter of 1928 through the third quarter of 1933. The 
period of the first five-year plan witnessed also the socialization of 
the last important stronghold of individualism in the Soviet 
Union—agriculture. In the five years 1928-33 over four-fifths 
of the sown area was collectivized. 

The position of 1928 as an important milepost in the course of 
Soviet industrial and institutional development gives special in- 
terest to a study of the distribution of the wage and salary bill in 
that year and to a comparison of this distribution with the dis- 
tribution prevailing in a later period. The attention given the 


® According to G. T. Grinko (The Five Year Plan of the Soviet Union [New York, 
1930], pp. 31 ff.), the general level of economic activity of the pre-war period was 
reattained in 1927. 
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years 1928 and 1934, however, is not entirely a matter of choice. 
With respect to the second year, indeed, another period would 
have been preferable. The rationing of consumers’ goods, which 
was initiated in the U.S.S.R. almost concomitantly with the in- 
auguration of the first five-year plan, was still prevalent in Octo- 
ber, 1934. On this account the significance of the distribution of 
the money wage and salary bill in that period is necessarily re- 
duced, and data for a period after the abolition of rationing would 
have greater interest. The October, 1934, data are, unfortunate- 
ly, the most recent statistics available of a kind suitable for the 
present investigation. But it is believed that, despite the persist- 
ence of rationing, these data are of sufficient interest to warrant 
presenting them here. Admittedly, a knowledge of the distribu- 
tion of the money wage and salary bill in October, 1934, leaves the 
distribution of the real wage and salary bill opaque. But some- 
thing can be said from the October, 1934, data as to the real dis- 
tribution in the period subsequent to derationing. 

The data for March, 1928, were collected as a part of an annual 
investigation which was initiated in 1924 and continued through 
1930. Statistical considerations give the 1928 data a clear claim to 
be used in the present study in preference to the statistics avail- 
able for earlier years; and other considerations, particularly the 
inauguration of rationing in the latter part of 1928, give the 1928 
data preference over the data for 1929 and 1930. 


III 

The wage statistics for March, 1928, were collected by the Cen- 
tral Bureau of Labor Statistics of the U.S.S.R. The bureau was 
subordinate to and united the work relating to labor statistics of 
the Commissariat of Labor, the Central Council of Trade Unions, 
and the Central Statistical Administration. The annual wage in- 
vestigations in March were designed to supplement the data on 
average wages, which were received by the Central Bureau 
through periodic reports made, for shorter intervals, by the indus- 
trial plants. The statistics for March of each year were collected 
under the supervision of agents of the bureau. 

The Central Statistical Administration (TSU) was an adminis- 























DISTRIBUTION OF SOVIET EARNINGS 231 


trative unit independent of the commissariats.’ Until 1930 it 
planned, conducted, and published the results of the major Soviet 
statistical investigations. In that year the work of the Central 
Statistical Administration was taken over by the newly organ- 
ized Central Administration of National-Economic Accounting 
(TSUNKHU). The collection and publication of the earnings sta- 
tistics for October, 1934, were supervised by this department. 

Both the 1928 and the 1934 earnings data are subject to limita- 
tions of a statistical character. Perhaps because of the hereditary 
relation of the responsible agencies, the statistical differences be- 
tween the two sets of data are less important than might be ex- 
pected. 

x. Coverage.—The earnings data which are studied in this paper 
relate to 733.4 thousand wage-earners and 74.5 thousand salaried 
workers in March, 1928, and 1,199.3 thousand wage-earners and 
188.5 thousand salaried workers in October, 1934. These workers 
do not comprise all Soviet industrial workers, nor do they com- 
prise all workers in the particular industries studied. The coverage 
of the data may be judged by using large-scale industry as a stand- 
ard. A large-scale establishment, in Soviet statistics, is one which 
employs 16 or more wage-earners if mechanical power is used or 30 
or more wage-earners if mechanical power is not used.* Soviet 
large-scale industry comprises all manufacturing and extractive 
establishments meeting one or the other of these requirements. 
The industries to which the earnings data relate employed 2,265.3 
thousand wage-earners in large-scale establishments in 1928 and 
4,207.9 thousand wage-earners in 1934. The number of wage- 
earners in all large-scale industry was 2,659.0 thousand in January, 
1928, and 5,975.3 thousand in January, 1935. 

The industries to which the earnings data relate thus employed 
a major part of the wage-earners in all large-scale industry. The 
proportion in 1928 was 85.2 per cent and in 1934, 70.4 per cent. 


7 The head of the Central Statistical Administration until 1926 was an ex officio, 
and after 1926 a full, member of the Council of Commissars. 

®In several industries special criteria are used to distinguish large-scale estab- 
lishments from other establishments. Large-scale industry corresponds to what was 
formerly called ‘“‘census industry.” 
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The industries included in the earnings study, furthermore, com- 
prise a comparable sector of industry in the two years considered. 
In all, the study comprises twenty-six branches of industry—all 
that it was possible to include without unduly sacrificing the com- 
parability of the data for the two years considered. Nearly all the 
major branches of Soviet industry are covered by the data, the 
chief exceptions being ore and mineral extraction and certain 
branches of the food-processing industry.® 

The number of wage-earners actually studied in 1928 was 32.4 
per cent and in 1934, 28.5 per cent of the total number of wage- 
earners in large-scale establishments in the sector of industry to 
which the wage data relate. In selecting the establishments to be 
included in the earnings investigations of 1928 and 1934, the 
avowed purpose of the Soviet authorities was to assure that the 
data were representative. But it is clear that considerations of 
convenience also obtruded. In 1928 the study was confined pri- 
marily to the large firms in large-scale industry, and in 1934 the 
relative ease of obtaining data in this manner, it is clear, also 
played a role in the selection of establishments. 

To the extent that the two investigations were oriented in the 
same direction, the usefulness of the data for purposes of compari- 
son does not suffer. But there is reason to believe also that the 
representativeness of the data in each year was not materially 
affected. In the comparison, referred to earlier, between the in- 
equality of wages in the Soviet Union and in capitalist countries, 
the coverage of the data and the size of the establishment studied 
in each industry vary widely as between countries. Yet the rela- 
tive inequality in wages in the different industries is highly uni- 
form as between countries. This result would be exceedingly im- 
probable were the calculations influenced by the coverage and 
establishment size." 

* The broad industry groups included in the study are extraction (coal, oil, 
electric power); metallurgy and metal-working; woodworking; food-processing 
(baking, milling, tobacco, confectionery, liquor); textiles, clothing, leather, and 
shoes; paper and printing; china, glass, basic chemicals, oil-refining, rubber, and 
matches. 


1° The relation did not hold in the case of industries which were conducted on a 
very small scale. In the baking and printing industries in the United States in 1904, 
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2. Definition of earnings; the workers included.—In both the 
1928 and the 1934 investigations the earnings studied are not basic 
rates but actual earnings during a given earnings period. Bonuses 
and premiums, as well as any payments made to the workers for 
carfare or rent, are included. The earnings period considered in 
1928 was the month of March, and in 1934 the month of October. 

The consideration of earnings for a period of one month, rather 
than (say) average earnings per hour, means that the inequality 
in earnings exhibited by the data is affected by differences in the 
length of time worked by different workers. However, both the 
investigations are confined to workers who were on the pay-roll 
lists the entire month. Workers newly employed in a plant or 
leaving a plant during the month are not included. On this ac- 
count the disturbing factor of differences in the length of time 
worked is greatly reduced in importance. In the Soviet Union, 
moreover, the length of the working day has been nearly uniform 
among industrial workers, the chief exception being that for 
workers engaged in heavy or dangerous work hours are short- 
ened.™ 

The exclusion of workers not on the pay-roll lists the entire 
month is not an unmitigated advantage to the present study. To 
the extent that the relative labor turnover in different occupations 
differs, the representativeness of the data is thereby affected. 
But since the period of time considered is but a month, the pro- 
portion of the working force affected by the turnover was not 
large, and in neither of the periods studied was it proximate to the 
spectacular figures reached during the latter part of the first five- 
year plan. The number of departures per month from plants in 


e.g., the bulk of the wage-earners were employed in shops which employed less than 
20 wage-earners. The comparison of American data on inequality for these indus- 
tries with the Soviet data gave very idiosyncratic results. On this account it appears 
unlikely that the Soviet data are representative of more than Soviet large-scale 
industry. 

™ The normal working day of workers engaged in ordinary work was eight hours 
in March, 1928, and seven hours in October, 1934. The exceptions made for heavy 
and dangerous work were most important in the glass industry, where the average 
length of the customary working day, for adult wage-earners, was 7.2 hours in 1928 
and 6.5 hours in 1934 (see TSUNKHU, Trud v SSSR [Labor in the U.S.S.R.”] 
[Moscow, 1936], p. 98). 
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large-scale industry averaged 7.7 per cent of the working force in 
1928, and the number of new arrivals averaged 8.4 per cent. The 
corresponding figures in 1934 were 8.1 and 8.4 per cent. Both sets 
of figures are heavily weighted by the large turnover in industries 
of a seasonal character. Since these industries for the most part 
are excluded from the present wage study, the turnover in the 
sector of industry investigated probably was substantially less 
than that for all Soviet large-scale industry.” 

Whatever the effect of the criterion of selection on the repre- 
sentativeness of the calculated inequality of earnings, it is likely 
that the direction of the effect was the same in the two periods 
considered. Also, since the turnover was approximately the same 
in 1934 and in 1928, it is reasonable to suppose that the magnitude 
of the effect was approximately the same in the two periods. 

3. The time period.—Since one set of earnings data relates to 
March and the other to October, a question might arise as to 
whether the earnings comparison is disturbed by seasonal varia- 
tions in the working force. A casual survey of monthly data on the 
total working force of large-scale industry reveals little variation 
that could be described as seasonal. The maximum variation 
within the year on account of seasonal factors probably is less than 
5 per cent. This variation, too, is accounted for largely by the 
fluctuation in employment in industries which are not represented 
in the present study. 

IV 


The Soviet earnings statistics for 1928 and 1934 are classified 
according to the kind of worker studied. Accordingly, they per- 
mit the computation of several earnings distributions in each 
year. Two of these distributions, it is believed, are of sufficient 
interest to receive attention here. These are, first, the distribution 
of the wage bill among industrial wage-earners and, second, the 
distribution of the wage and salary bill among industrial wage- 
earners and salaried workers. Comprised in the class “wage- 
earner” are all workers of a rank lower than foreman."* “Salaried 

12 Cf. the data on labor turnover in ibid., pp. 77, 95. 

*3 Borderline cases appear to have been classified, as in American statistics, on 


the basis of a consideration of the relative importance of the worker’s supervisory 
and nonsupervisory work. 
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workers” include workers of the rank of foreman or higher, as well 
as office workers. Technical workers and engineers and the fac- 
tory manager and his assistants are included in this class." 

In Table 1 the two categories of workers studied are classified 
according to their earnings in March, 1928, and in October, 1934. 
Because of the presence of all-over and all-under earnings classes 
in the frequency distributions, the extremes of earnings cannot be 
determined exactly from these data. It is clear from the values of 
the limiting classes, however, that the earnings of the highest-paid 
worker in March, 1928, were more than 8.3 times the earnings of 
the lowest-paid worker, and in October, 1934, more than 28.3 
times the earnings of the lowest-paid worker. A very considerable 
inequality of earnings has prevailed, and has continued to prevail, 
among Soviet industrial workers. 

The spread between the extreme earnings classes in Table 1, of 
course, affords no basis for comparing the inequality of earnings 
in the two periods studied. The data in Tables 2 and 3, however, 
do not suffer from this shortcoming. 

While it is not possible to determine from the data in Table 1 
the extremes of earnings of Soviet industrial workers, it is possible 
to determine the levels of earnings at points which embrace com- 
parable sectors of the working force in the different earnings dis- 
tributions. The earnings at two such pairs of points in each of the 
distributions in Table 1 and the earnings spread between each 
pair of points are exhibited in Table 2. The pairs of points selected 
for study are the first and ninth deciles and the first and third 
quartiles of the earnings distribution." 


"4 The terms “‘wage-earner” and “salaried worker” are not translations of Soviet 
designations for corresponding statistical classes. Rather, the terms are used here 
because they indicate, according to the understanding of the terms in this country, 
the types of workers included in the two classes in the present study. The Soviet 
statistics employ a more detailed classification scheme than that used here. 


*s The formula used to interpolate within an earnings class for the deciles and 

quartiles was 

h 

L+5C. 

f 
Taking the first decile as an example, the terms in the formula have the following 
meaning: L is the lower limit of the class containing the first decile; 4 equals 10 
minus the percentage of workers having earnings less than L; f is the percentage of 
workers whose earnings are within the limits L and L + C; and C is the class in- 
terval. 
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TABLE 1 


WAGE-EARNERS AND SALARIED WORKERS IN SOVIET INDUSTRY CLASSIFIED 
ACCORDING TO THEIR EARNINGS IN MARCH, 1928 
AND IN OCTOBER, 1934* 




















Marc, 1928 OcTOBER, 1934 
Wage- Wage- 
7 Earners . Earners 
Wage- Wage- 

i and . and 
Earnings Earners Salaried Earnings Earners Salaried 
(Rubles) (Per 3 (Rubles) (Per “ 

Cent) Workers Cent) Workers 

(Per (Per 

Cent) Cent) 

Less than 30.01.. 6.0 5.6 Less than 50.1. 3.6 3.1 
30.0I— 40.00.. 9.4 8.7 50.1- 60.0. 1.8 1.6 
40.0I- 50.00. 12.7 11.8 60.1- 80.0. 7.1 6.2 
50.01— 60.00.. 13.7 12.9 80.1- 100.0..} 11.6 10.2 
60.01- 70.00.. 13.0 12.6 100.I- 120.0..} 13.3 12.0 
70.01— 80.00.. 10.5 10.5 120.1- 140.0..| 12.8 11.9 
80.01- 90.00.. 8.1 8.3 140.I- 160.0..| 10.7 10.3 
QO .OI-100.00.. 6.2 6.4 160.1- 180.0.. 8.5 8.3 
100 .OI-110.00.. 5.1 5.2 180.I- 200.0.. 6.7 6.7 
II1O.O01-120.00.. 3.8 4.0 200.I— 220.0.. 5.1 4.9 
120.01-130.00.. 2.9 3.1 220.I- 240.0. 4.1 4.2 
130 .OI-140.00.. 2.3 2.5 240.1- 260.0.. 3.2 3.6 
140 .OI-150.00.. 1.7 1.9 260.I- 300.0.. 4.6 5.4 
1§0.0I—200.00 5.9 4.6 300.I— 340.0.. 2.6 3.1 
200 .O1-250.00.. 0.7 1.3 340.1- 380.0.. 1.6 2.5 
More than 250.00...) 0.2 °.6 380.1- 420.0.. 1.0 3.7 
420.I- 500.0.. 1.77 2.1 

5§00.1- 580.0..]........ °.9 

580.1- 660.0.. 0.5 

660.1- 780.0.. 0.4 

780.I- 940.0../..... m 0.2 

Q40.1-1,100.0..]........ o.1 

1,100.1-1,260.0..]........ t 

1,260.1-1,420.0..]..... Se t 

More than 1,420..|....... D4 

Total.........] 100.0 | 100.0 6 whewows 100.0 100.0 























* The sources of the data used to construct the table are: Tsentral‘noe Biuro Statistiki Truda 
(“Central Bureau of Labor Statistics”), Differentsiatsiia Zarabotnoi Platy v Fabrichno-Zavodskoi Pro- 
myshlennosti Soiusa SSR sa 1927 i 1928 gg. (* ene of Wages in Factory Industry in the 
U.S.S.R. in 1927 and 1928”) (Moscow, 1929); TSUNKHU, Zarabotnaia Plata Rabochikh xen) 
Promyshiennosti 0 Oktiabre 1934 g. (“‘Wages of Workers in Large-Scale Industry in October, + 

Moscow, 1936); TSUNKHU, Ld Ben Plata Inshenerno-T eknicheskikh Rabotnikov, Slushas! 
chenikov v Sentiabre-Oktiabre 1034 g. (““‘Wages of Engineer-Technical Workers, Office Workers, ithe 
Apprentices in September and October, 1934”) eee, 1936). 

The data relate to twenty-six industries in the U.S.S.R. In combining the wage and salary fre- 
quency distributions to obtain a single frequency distribution for all industries, each indus i given 
a weight proportional to the number of workers in large-scale establishments in that in . The 
broad industry groups included are listed on p. 232, n. 9. A detailed list of the twenty-six +" ustries 
and of the weights used will be supplied by the author on request. 

t Over 420. 1. 

} Before rounding off decimals, these frequencies were 0.03, 0.03, and 0.02. 
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The ninth decile of the distribution of wage-earners and salary 
workers according to earnings in March, 1928, is 3.81 times the 
first, and the ninth decile of the distribution of wage-earners alone 
according to earnings in the same period is 3.66 times the first (see 
Table 2). For the corresponding distributions in October, 1934, 
the ratios of the two deciles were, respectively, 4.15 : 1, and 
3.74 : 1. An increase in the earnings spread from March, 1928, to 


TABLE 2 


FIRST AND NINTH DECILES AND FIRST AND THIRD QUARTILES OF 
SOVIET EARNINGS DISTRIBUTIONS FOR 
MARCH, 1928, AND OCTOBER, 1934* 








Earnincs DistrinuTiIon 
oF WAGE-EARNERS AND 
SALARIED WoRKERS 


Earnincs DistrispuTION 
or Wace-Earners ALONE 























March October March October 

1928 1934 1928 1934 
First decile (in rubles). ......... 34.22 73.07 35.11 77.32 
Ninth decile (in rubles)... . . . 125.15 273.14 133.79 320.54 
Ratio of ninth to first decile..| 3.66:1 3-74:1 3.8121 4.15:1 
First quartile (in rubles)... ...... 47.57 101.47 49.11 106.65 
Third quartile (in rubles)... ..... 92.59 197.19 97.16 219.57 
Ratio of third to first quartile.| 1.95:1 1.94:1 1.98:1 2.06:1 





* The deciles and quartiles in this table are calculated from the frequency distributions in Table 1. 


October, 1934, is apparent, though for the wage-earners’ distribu- 
tion the change is quite small. The spread between the quartiles 
of the distribution of wage-earners and salaried workers according 
to earnings also increases from March, 1928, to October, 1934, 
though more sluggishly; and for the distribution of wage-earners 
alone according to earnings there is no significant change. 

The decile and quartile ratios, it should be clear, are affected 
not only by changes in the relative earnings of different workers 
but also by the number of workers at different earnings levels. 
The manner in which the ratios respond to such changes qualifies 
them to serve as indexes of the inequality of distribution, as this 
concept is ordinarily understood, and the ratios, or analogues of 
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them, have been so used." The two ratios serve in this capacity, 
however, only as well as summary measures can. On this score 
they should be regarded as supplementing each other rather than 
as alternative measures. 

The data in Table 2 are not subject to certain statistical errors 
which affect the data in Table 3."’ But the latter data provide a 


TABLE 3 


DISTRIBUTION OF THE WAGE BILL AND OF THE WAGE AND 
SALARY BILL AMONG SOVIET INDUSTRIAL WORKERS 
MARCH, 1928, AND OCTOBER, 1934* 














CUMULATIVE PERCENTAGE | CUMULATIVE PERCENTAGE 
or Wace BILt oF WAGE AND SALary BILt 
CUMULATIVE 
PERCENTAGE OF 

Woanzas March October March October 
1928 1934 1928 1934 
10. 3-4 3-4 3-3 3.9 
a 8.7 8.7 8.5 7.8 
30. 15.2 15.0 14.9 13.7 
40... 22.6 22.3 22.1 20.6 
50.. 31.0 30.5 30.3 28.4 
60... 40.7 39-9 39-9 37-3 
7°.. 51.5 5°.5 5°.7 47-5 
80. . 64.1 62.7 63.3 59.7 
go. . 79.3 77-7 78.4 75-7 
Too. . 100.0 100.0 100.0 100.0 

















*The data in Table 3 were interpolated from earnings distributions 
which were calculated from the frequency distributions in Table 1. Charts I 
and II were plotted directly from the calculated distributions. Certain esti- 
mates used in the calculation of the earnings distributions are discussed on 
Pp. 241. 


more complete and direct representation of the inequality of dis- 
tribution in the U.S.S.R. In Table 3 are shown cumulatively the 


6 Professor Bowley’s more complex quartile coefficient of dispersion may be 
expressed directly in terms of the quartile ratios. Denoting the latter by Q, 
Q; ra 0: 
Bowley’s measure = ————— 
: Q: +0: 
o S23 
Q+1 
This is likewise true of Pareto’s measure of inequality, for any distribution which 
obeys Pareto’s law (cf. Bresciani-Turroni’s interesting discussion of Pareto’s and 
other measures of inequality in Journal of the Royal Statistical Society, C [1937], 
421 ff.). 


17 The ratios are not free from statistical error, however (see below, p. 242, n. 19). 
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proportions of the wage bill received by specified proportions of 
the total number of wage-earners in March, 1928, and in October, 
1934, and the proportions of the wage and salary bill received by 
specified proportions of the working force in the same periods. 
The cumulation in each case is from lower-paid to higher-paid 
workers. 

The extent of the inequality in distribution which is revealed by 
the data in Table 3 may be gauged from a few examples. The 
lower-paid 50 per cent of the Soviet industrial workers received 
30.3 per cent of the wage and salary bill in March, 1928, and 28.4 
per cent in October, 1934; the upper one-fifth of the workers re- 
ceived 36.7 per cent of the wage and salary bill in March, 1928, 
and 40.3 per cent in October, 1934. These examples would indi- 
cate that in both 1928 and 1934 there was a marked inequality in 
the distribution of the Soviet wage and salary bill and that in 1934 
the distribution was more unequal than in 1928. The upper-paid 
one-fifth of the wage-earners received 35.9 per cent of the wage 
bill in March, 1928, and 37.3 per cent in October, 1934. 

The distributions are presented in their entire range in graphic 
form in Charts I and II. The curves in Chart I portray the dis- 
tribution of the wage bill in March, 1928, and in October, 1934, 
and the curves in Chart II the distribution of the wage and salary 
bill in the same periods. Each chart is so constructed that an 
equal distribution of the earnings bill would be represented by a 
straight line drawn from the lower left corner to the upper right 
corner of each chart. The further the curve which represents the 
actual distribution departs from this diagonal, the greater is the 
inequality of the distribution. 

All the curves plotted in Charts I and II depart distinctly from 
the diagonals of the charts. The curve representing the October, 
1934, distribution of the wage and salary bill, however, lies con- 
sistently to the right of the curve which represents the correspond- 
ing March, 1928, distribution. The curves which represent the 
distribution of the wage bill in 1928 and 1934 are similarly re- 
lated, except that at the lower extremity they coincide. The 
charts thus confirm the conclusion that was suggested by the ex- 
amples cited from Table 3—that there was an increase in the in- 
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equality of the distribution of the Soviet earnings bill from 1928 to 
1934. 

Since the change in the distribution of the wage and salary bill 
in the two periods studied is distinctly greater than the change in 
the distribution of the wage bill alone, it might be suggested that 
the observed change in distribution was largely due to an increase 
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in the earnings differential of salaried workers. This hypothesis 
would be correct only if the relative number of salaried workers in 
the total working force had been constant in the two periods. 
Actually the proportion increased. In March, 1928, salaried 
workers formed 9.3 per cent of the total number of workers en- 
gaged in the industries investigated, while in October, 1934, they 
formed 13.7 per cent of the working force. At the same time there 
was a distinct increase in the earnings differential of salaried 
workers. The ratio of the average earnings of salaried workers to 
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the average earnings of wage-earners in March, 1928, was 172.0 
per cent. In October, 1934, the ratio was 192.0 per cent. 

In the calculation of the earnings data in Table 3 a small error, 
probably in no case greater than 0.4 per cent, is likely to have 
obtruded in the computation of the proportion of the earnings bill 
accruing to workers in the extreme earnings classes in Table 1. 
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In the case of the 1928 earnings data a more appreciable error 
probably appeared also in the calculation of the proportion of 
earnings accruing to workers in other than the extreme classes. 
This error, too, ordinarily might be passed by, but the change in 
the distribution of the wage bill among wage-earners alone that is 
indicated in Table 3 is slight. The errors in calculation could have 
accounted for this change."* On this point, however, the earnings 


"8 The proportions of the earnings bill accruing to workers in the extreme classes 
in the frequency distributions in Table 1 were estimated from a consideration of the 
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ratios in Table 2 are contrary evidence. While these ratios, too, 
are not free from statistical error, it is unlikely that such error ac- 
counted for the change they indicate." 

The likely margin of error which is to be attached to the earn- 
ings data on account of the various statistical factors referred to 
in Section III, it is believed, is not substantial. Nevertheless, it is 
reasonable to ask whether the changes in inequality that have 
been revealed could be attributed to them. On this point there is 
one fact in addition to those cited in Section III which is per- 
tinent. A calculation of the quartile ratios of the earnings dis- 
tributions of the individual industries included in the present 
study reveals that the increase in the inequality of earnings from 
1928 to 1934 was a general one. For eighteen of the twenty-six in- 
dustries there was an increase in the quartile ratio of the earnings 
distribution of wage-earners alone, and for twenty-two industries 
there was an increase in the quartile ratio of the earnings distribu- 
tion of wage-earners and salaried workers together. It is not re- 
motely probable that the statistical factors referred to in Section 
III could have accounted for such a general movement in the 


general character of each frequency distribution and from independent data on the 
total earnings bill. Limits were assigned to the estimates by considering alternative 
plausible centering-points (averages) for the frequencies in the all-under earnings 
classes alone. In the case of the 1928 distributions the use of even very low center- 
ing-points, among those that were plausible, for the frequencies in both extreme 
classes and, as well, for the frequencies in the two 50-ruble earnings classes left the 
calculated wage bill 2.7 per cent larger than it should have been and the calculated 
wage and salary bill 1.6 per cent larger than it should have been. The discrepancy 
was rectified by a proportional adjustment in earnings accruing to workers in all 
earnings classes. The adjustment, with some reason, could have been confined to 
classes above the mode of the frequency distribution. In this case the calculated 
inequality of distribution would have been less. 


19 The source of error in the decile and quartile ratios is the interpolation for the 
deciles and quartiles within a particular earnings class. To check the reliability of 
the increase in earnings spread which is revealed by the decile ratios of the March, 
1928, and October, 1934, distributions of wage-earners according to earnings, these 
distributions were plotted cumulatively on the same chart, the class limits in each 
distribution being expressed as percentages of the median of that distribution. 
While it appears that the increase in earnings indicated by the decile ratio could 
have been due to statistical error, such a result is exceedingly improbable if the ratio 
of more extreme percentiles is considered. 
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ratio. It is reasonable to assume also that the “real’’ factors re- 
sponsible for the general movement are reflected in the earnings 
data for the twenty-six industries together which have been pre- 
sented in this study. 

In conclusion, the data on the earnings of Soviet industrial 
workers in March, 1928, and in October, 1934, reveal that a 
marked inequality of earnings prevailed in both years, and that 
the inequality was greater in 1934 than in 1928, though the in- 
crease among wage-earners alone was very small. Against the 
background of social upheaval which characterized the period, the 
change in inequality among neither of the two groups of workers 
studied looms large. The apparent stability of the earnings dis- 
tribution is of as great interest as the direction of change. 


V 


It is not a part of our present task to probe the causes of the 
change in the inequality of earnings in the U.S.S.R. from 1928 to 
1934. But it should be noted that Soviet wage policy has not oper- 
ated persistently in the direction that our calculations exhibit. 
The increase in inequality over the six-year period studied, in- 
deed, is the outcome of a policy initiated only in 1931. Prior to 
that time Soviet wage policy was directed toward reducing earn- 
ings differentials. This course was inaugurated under the leader- 
ship of M. P. Tomsky”® at the Seventh Congress of Trade Unions 
in December, 1926." The policy was effected in practice, and it 
was not altered until June, 1931. The change in course was sig- 
naled in a speech delivered in that month by Stalin at a meeting 
of factory managers. Stalin’s speech contained a vigorous attack 
on the instigators of the old wage policy and a call for a revision in 
wage scales to assure a greater differentiation in wage rates.” 
Steps were soon taken in this direction. 


*° Tomsky was the president of the Central Council of Trade Unions. 


* For the relevant passage of Tomsky’s speech see Sed’moi S’ezd Professional’ nykh 
Soiuzov SSSR 6-18 Dek. 1926 -g., Stenog. Otchet (“Seventh Congress of Trade Unions 
of the U.S.S.R., Dec. 6 to 18, 1926” [stenographic account]) (Moscow, 1927), p. 51. 


*T. V. Stalin, Voprosy Leninisma (“Problems of Leninism’’) (roth ed.; Moscow, 
1937), PP. 451, 452. 
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As late as 1937, at least, Soviet wage policy had not again been 
reversed, though whether after 1934 wage scales were revised 
further to increase differentials is uncertain. The earnings data 
for October, 1934, however, do not reflect the effect on Soviet 
wage differentials of an over-all wage adjustment which was made 
in January, 1935, when the rationing of bread and other grain 
products was abolished. Also the widely discussed Stakhonovite 
movement was initiated in the latter part of the same year. 

The rationing of commodities in the U.S.S.R. was begun in the 
latter part of 1928 and continued through 1935. A wage adjust- 
ment was made only at the time of the derationing of the most im- 
portant of the rationed products—bread, flour, and grits—in Jan- 
uary, 1935. The purpose of the adjustment was to compensate 
the ration recipients for the establishment of single open-market 
prices for the grain products on a level higher than the old ration 
prices and at the same time to preserve the superiority as to sup- 
ply of workers who had been in favored-ration categories under 
the rationing system. On a monthly basis the amount allocated 
by the government for the adjustment of wages and salaries in 
large-scale industry averaged 20 rubles per worker.” 

In accord with the declared purpose, the earnings adjustment 
was not uniform but varied as between the different ration cate- 
gories. On this account the effect of the adjustment on the in- 
equality of earnings is difficult to assay. A study of the detailed 
adjustments applicable to wage-earners, however, indicates that 
the adjustment tended to equalize the earnings of these workers, 
but to a less extent than a uniform adjustment would have done.” 
More definite information is available on the effect of the adjust- 
ment on the relative earnings of wage-earners and salaried 
workers. The relative average monthly earnings of wage-earners 

23 This figure is computed from the wage statistics given in the first and second 
editions (pp. 196 and 641, respectively) of the annual social-economic plan for 
1935. The planned wages in the first edition were revised in the second to allow 


for the wage adjustments accompanying derationing. The realized adjustment may 
well have been 1 or 2 rubles less than the planned figure. 


4 For the detailed adjustments see Biulleten’ Financogo i Khoziaistvennogo 
Zakonodatel’stva (‘Bulletin of Financial and Economic Law”), 1935, No. 1, pp. 


36-39. 
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and salaried workers for the year before and after the rationing 
adjustment, and for 1928, were as tabulated.’ 


Average Mon’ Earnings 
of Salaried Warten in Per- 


fA Monthl 
Year Earnings of Wage-Earners 
Se Pere re rsee pyrite sce rrr 180.9 
RD. oak co as a Sanath dee eee eee 209.2 
| Ee a, pee pee 191.0 


Since the change in the relative earnings of wage-earners and 
salaried workers was an important factor in the change in dis- 
tribution from March, 1928, to October, 1934, the effect of the 
rationing adjustment on the relative earnings of these workers is 
of particular interest. From the data presented it would appear 
that the rationing adjustment reduced the inequality of earning, 
but not to the 1928 level. 

The Stakhonovite movement was inspired by the output rec- 
ords achieved in August and September, 1935, by the Donbas 
coal miner, Alexei Stakhonov. Following Stakhonov’s successes, 
an intensive campaign to increase the productivity of labor was 
inaugurated in the U.S.S.R. Great emphasis was given in the 
campaign to the improvement of work methods. But the cam- 
paign was associated also with a movement to extend the use of 
the progressive piece system. The latter aspect of the Stakhono- 
vite movement probably was the more important, as far as wage 
differentials are concerned. The progressive piece system was ap- 
plied in the Soviet Union as early as 1931, but prior to the time of 
the Stakhonovite movement it was not widely used. In the latter 
part of 1935 and in 1936 its application was rapidly extended. 

The effect of the Stakhonovite movement on the inequality of 
earnings in the U.S.S.R. should have been the reverse of the ra- 
tioning adjustment. It might be expected, though, that its effect 
would be greater among wage-earners than as between wage- 
earners and salaried workers. The net effect of the two opposing 
factors is uncertain, but it may be hazarded that the resultant 
inequality was proximate to and possibly above the October, 
1934, level. 


*s TSUNKHU, Trud » SSSR, p. 96. The earnings data relate to the workers in 
all large-scale industry in the U.S.S.R., and they are averages for the year. 
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Money earnings claim attention primarily because they con- 
note a command over real income. During the period of rationing, 
it may be gathered, the relation between these two categories in 
the Soviet Union was tenuous. Unfortunately, the complexity of 
the rationing system forbids an attempt to appraise the discrep- 
ancy which it caused between relative money earnings and rela- 
tive command over real income.”* But the discrepancy, doubtless, 
was appreciable. Inferences as to the inequality in command over 
real income, accordingly, are to be extracted from the October, 
1934, data on money earnings only through the extrapolation of 
these data to the post-rationing period. 

Two other factors favor consistently, as rationing appears to 
have done, the workers at one money-income level in the Soviet 
Union relatively to those at another. These factors, which were 
both operative in March, 1928, and in October, 1934, are the in- 
come tax system and the scale of rents. 

The income taxes levied on Soviet wage-earners and salaried 
workers are progressive, and the rental rates charged likewise in- 
crease with income. Accordingly, both operate to equalize the 
command over real income that is afforded by unequal money 
earnings. While formerly this effect was of little import, it has 
become appreciable with the continuous rise in money earnings in 
the U.S.S.R. The higher earnings are confronted by heavier and 
more sharply graduated taxes and rental rates. 

The equalizing effect of the Soviet income taxes in the two 
periods we study may be gauged from the relation of earnings 
before and after taxes, of two hypothetical workers, one at the 
first and the other at the ninth decile of the distribution of wage- 
earners and salaried workers according to earnings in each pe- 
riod.*” The Soviet direct taxes on income vary in accord with the 


26 Some notion of the effect of the rationing of bread and other grain products on 
the relation between the inequality in money income and the inequality in command 
over real income is afforded by the wage adjustment for the derationing of these 
products. The rationing system embraced other commodities than grain products, 
however, and of these only foods were distributed according to a standard ration 
classification. The net effect of rationing, it is fairly certain, was to enhance the 
position of the low-paid worker relatively to that of the high-paid. 

27 The income tax rates on different levels of income have changed only slightly 
since 1928, but in 1934 in addition to the income tax, so-called, Soviet workers were 
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number of dependents of the worker.** For purposes of illustra- 
tion it is assumed that the hypothetical workers studied each had 
three dependents. The earnings of these workers before and after 
taxes are shown in Table 4. The equalizing effect in March, 
1928, was insignificant, while the effect in October, 1934, was 
appreciable. 














TABLE 4 
Marca, 1928 OcroBEeR, 1934 

Before After Before After 

Taxes Taxes Taxes Taxes 

First decile... . 35.11 35.11 77.32 77.32 
Ninth decile........} 133.79 132.97 320.54 305.41 

Ratio: ninth to 

first decile. . 3.8171 3-79:1 4.15:1 3-95:1 

















The basic rate charged workers for a square meter of rented 
living space is determined by local authorities.in the U.S.S.R., but 
within limits fixed by the central government.*® Over the six-year 


required to pay another tax on incomes called “A Tax for Cultural and Housing 
Construction.” Whether the funds derived from this tax are reserved for the 
designated purpose is uncertain, but from the point of view of the payer the tax is 
in all respects the same as an income tax. It has been so treated in the calculations 
in the text. 


#8 Exemptions for dependents running from one-fourth of the tax up were made 
for workers having more than two dependents in 1928 and for workers having more 
than three dependents in 1934. Workers earning less than a minimum income, 
varying according to the region, also were exempt from the tax. 

The income tax rate in 1934 varied from 0.8 per cent of earnings for workers 
earning less than roo rubles a month to 3.5 per cent for workers earning 500 rubles 
a month or more. The housing-construction tax ratés were about the same, and so 
also were the 1928 income tax rates, but the latter continued to progress for earnings 
above 500 rubles a month. Complete tax schedules will be found in Sobranie Zakonov 
i Rasporiazhenii Raboche-Krest’ianskogo Pravitel’stua SSSR (‘Collected Laws and 
Decrees of the Workers’ and Peasants’ Government of the U.S.S.R.”’), Otdel I, 
1928, No. 1, pp. 2 ff.; 1934, No. 5, pp. 78 ff.; 1934, No. 27, pp. 1 ff.; 1934, No. 33, 
p. 458. 

*° The Soviet rental system is described in detail in J. N. Hazard, Soviet Housing 
Law (New Haven, 1939). The system described in the text applies to rented quar- 
ters which are privately owned as well as those publicly owned. However, until 
August, 1928, the pre-war custom of supplying workers lodgings without charge 
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period considered in the present study the limits were 35-44 ko- 
peks per square meter, except for towns having less than forty 
thousand inhabitants, where lower rates were permitted. For the 
larger towns the limits remained constant at least until 1939. 
Standard deductions and additions to the basic rate are made by 
local housing authorities to allow for the location, facilities, and 
other characteristics of particular living quarters. 

The rental rates vary also with the income of the lessee and in 
1934, though not in 1928, with the number of his dependents. It 
is to be expected, however, that workers having different incomes 
would occupy living space of different quality and in different 
amounts. This fact, plus the fact that the basic rental rate varies 
in different localities of the U.S.S.R., makes it difficult to judge 
the effect of the Soviet rental system in equalizing the command 
over real income afforded by different money incomes. But it is of 
interest to compare the rents that would have been charged our 
hypothetical workers at the first and ninth deciles of the March, 
1928, and October, 1934, earnings distributions under the as- 
sumption that these workers occupied the same quantity of living 
space and a quality subject to the standard rental rates. For pur- 
poses of illustration it may be supposed that the basic rental rate 
applicable to the quarters occupied by these workers was 40 ko- 
peks per square meter, which figure is midway between the cen- 
trally established limits of basic rental rates. For a living space of 
20 square meters per family—this probably approximated the na- 
tional average for a family of four in 1932°°—our hypothetical 
workers would have been charged, in rubles per month, the rents 
shown in Table 5.** Thus in March, 1928, the worker at the ninth 
decile would have been charged 5.20 rubles more per month for 


in quarters administered by the employing establishment still prevailed in a num- 
ber of industries. The practice was particularly important in the coal and oil-ex- 
traction industries. 

3° See S. M. Kingsbury and M. Fairchild, Factory Family and Woman in the 
Soviet Union (New York, 1935), p. 198. 

3* To a reader familiar with workers’ budgets in the United States these rents, in 
relation to income, will appear surprisingly low. The explanation is partly that 
Soviet rental rates are low. But it is also true that the usual living space is quite 
small. Also the rental rates are raised by as much as ro per cent when such conveni- 
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the same quarters than the worker at the first decile. In October, 
1934, the excess charge would have been 12.18 rubles per month. 
If earnings, after taxes, are adjusted for these differentials in rent, 
the March, 1928, decile ratio is reduced to 3.64 : 1, and the Octo- 
ber, 1934, decile ratio is reduced to 3.79 : 1. 














TABLE 5 
Marca, 1928 OctTosER, 1034 
Earnings Rent Earnings Rent 
First decile......... 35-11 2.80 77.32 7.40 
Ninth decile........ 133-79 8.00 320.54 19.58 

















In closing, it ought to be mentioned that in the U.S.S.R. certain 
services are not purchased in the consumers’ goods market at all 
but are supplied to consumers without charge. These are health 
care and education. In both 1928 and 1934 the supply of these 
services as social services had the result that the total real income 
of different workers was more equal than the real income pur- 
chased in the consumers’ goods market. 


ences as a gas range, a bathroom, and central hot-water heater are available; and the 
rates are increased by as much as 4o per cent where heat is supplied from a central 
source. 

3? Fees for high-school and college education, however, have just been reintro- 
duced in the U.S.S.R. 
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question of the most probable effects of changes in the 
general level of wages has been re-examined in recent years 
| in light of the impact of the principles of Mr. Keynes’s 
General Theory. Most of this discussion has been concerned spe- 
cifically with the problem of whether an all-around reduction of 
money wage rates may be expected to increase, decrease, or leave 
unchanged the volume of output and the level of employment. 
Although a proportionate general reduction in money wage rates 
might have a very complicated series of economic effects, this 
paper is concerned only with the effects on total output and ag- 
gregate employment. The discussion is also limited to the case 
of a closed economy. 

It is commonly agreed that a wage cut confined to a particular 
industry will, either by reducing output prices or enlarging profits 
in that industry relative to other industries, or by inducing some 
substitution of labor for other agents of production, bring about 
some increase in employment within the industry. But whether 
this same result will follow a general wage cut is an entirely dif- 
ferent problem, and one which requires a more inclusive form of 
analysis. 

A number. of discussions of the effects of wage changes have 
been worked out within the limits of drastically simplified ana- 
lytical “models,” which are constructed by assuming, e.g., that 
competition is everywhere “‘perfect’’ or that marginal prime cost 
is composed exclusively of marginal wage cost.” Of course, by the 


* This paper was written in 1940 and was made possible by the grant of a re- 
search fellowship from Brown University. 

2 E. M. Bernstein has used such a model, assuming that competition is perfect 
and that prime costs are composed only of wages so that “a reduction in wage rates 
would therefore reduce marginal prime costs of production proportionately” (cf. 
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use of such models, one is able to impound many of the potential 
effects of wage changes and thus to concentrate attention upon 
those factors which, in his opinion, are most likely to determine 
the outcome of a general wage cut in real life; however, this 
method of successive approximation by increasingly complex 
models is valuable only if the intuition of the investigator is suffi- 
ciently acute to enable the drawing of realistic conclusions from 
unrealistic assumptions. In contrast to this more formal method, 
it is possible to begin with a fairly realistic model and to obtain, 
wherever possible, suggestions about probable effects from em- 
pirical evidence rather than from the removal of an assumption. 
Accordingly, this paper will assume that competition is neither 
“‘pure’”’ nor “‘perfect,”’ that there are other prime costs than wages, 
and that considerable unemployment exists at the time when the 
wage cut is put into operation. Since pressure for wage reductions 
is apt to be strongest during the depression phase of the trade 
cycle, it will be assumed, in so far as the cycle is treated, that the 
wage cut is put into effect during this period. It is necessary also 
to assume that the wage cut is expected to be relatively perma- 
nent. In other words, an initial cut in wage rates does not pro- 
duce expectations either of further wage reductions to follow or 
of a return of wage rates to their original level. 

It is plain that a general wage reduction will decrease average 
unit prime costs, at least initially before any substantial change 
in output resulting from the wage reduction has taken place. 
Even if output does change, average prime costs at the new level 
of output may be lower than they were before the wage cut, pro- 
vided the typical average prime-cost curve is fairly flat over the 


“Wage Rates, Investment, and Employment,” Journal of Political Economy, 
XLVII [1939], 221 ff.). 

The special features of the model used by Mr. Keynes in tracing out the effects 
of a general wage reduction result from two assumptions: (a) that persons supplying 
factors other than labor behave so as to keep these factors fully employed (flexible 
factor prices) and (5) that changes in consumer saving are functionally related to 
changes in real income but unrelated to fluctuations in money income. These implicit 
assumptions, which lizit considerably the generality of Mr. Keynes’s model, have 
been pointed out by Mr. Tobin (cf. his ‘““Note on the Money Wage Problem,” 
Quarterly Journal of Economics, LV [1941], 508-17). 
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relevant range and provided the wage cut is of substantial magni- 
tude so that the shift to a new and lower cost curve is not out- 
weighed by a possible movement along the cost curve. However, 
the degree of this reduction in average prime costs will not be 
uniform for all firms, even if all cost curves are equally flat, since 
average wage costs will constitute a different proportion of aver- 
age prime costs in various firms and industries. 

The effect of wage reduction on marginal prime cost is some- 
what more difficult to specify, since marginal prime cost is a func- 
tion of the elasticity of average prime cost. If we accept empirical 
evidence to the effect that many plants are adaptable to a con- 
siderable range of output at near peak efficiency, the presumption 
that both average and marginal cost curves may be rather nearly 
horizontal over the relevant range is strengthened. To the extent 
that this flatness of cost curves is general, marginal and average 
prime costs will, of course, tend to coincide. On balance, then, it 
seems likely that marginal prime cost may also fall somewhat as 
an initial result of a wage reduction. This decrease in marginal 
prime cost, if present, may well be proportionately smaller than 
the wage decrease because of the fact that the other components 
of marginal prime cost need not immediately be affected by the 
general wage decrease. For example, if, in firm A, wages are nor- 
mally so per cent of marginal prime cost at the typical level of 
output, a 10 per cent wage reduction will induce as an initial re- 
sult only a 5 per cent fall in marginal prime cost, assuming output 
to be unchanged. In firm B, with wages normally only 20 per 
cent of marginal prime cost, the same 10 per cent reduction would 
produce, as a first effect, only a 2 per cent fall in marginal prime 
cost, again assuming output to remain unchanged. 

In firm B, however, the remaining 80 per cent of marginal cost 
may, to a considerable extent, represent purchases from other 
firms. In so far as these other firms will, by assumption, likewise 
experience a reduction in marginal prime cost as a result of the 
general wage cut, and to the extent that they pass on this saving 
in the form of lower prices, firm B would, in time, experience a 
secondary reduction in prime cost as a result of the reduced prices 
of its purchases from other firms. In general, though, it is un- 
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likely, even with these price reductions, that the decrease in 
prime cost would be as much as proportionate to the wage re- 
duction, because (a) wages will in no case make up the entire 
amount of prime cost even in a completely integrated firm which 
makes no outside purchases and (0) prices need not, except under 
purely competitive conditions, be reduced by the full extent of the 
saving in marginal prime cost. Since this degree of competition 
is not widespread, it is probable that price reductions will be some- 
what smaller than the cuts in prime cost or even, in some cases, 
nonexistent. Furthermore, the price reductions which are actu- 
ally made will be by no means uniform in relative magnitude, 
some prices being affected much more than others by the lowering 
of costs. 

The representative employed laborer, then, assuming no change 
in the intensity of his effort and'no expansion in the number of 
hours worked per week, would find that with 10 per cent less 
money income (assuming his entire income to be derived from 
wages) his command over wage goods has appreciably decreased. 
This decrease will probably not amount to the full 10 per cent 
level of his money-income reduction, since wage-goods prices may 
have fallen somewhat, though according to our analysis in no 
case by as much as the ro per cent reduction in his money income. 
As a result, weekly real wages per employed man will, in all prob- 
ability, decrease, the degree of this decrease depending on the 
relation between the wage reduction and the fall in wage-goods 
prices. Thus we associate as probable effects of a general cut in 
money wage rates, decreased money income and a decreased real 
wage per employed person. It is desirable to.compare this associa- 
tion with empirical evidence. 

From British experience Mr. Dunlop generalizes that “‘increases 
in wage rates have usually been associated with increased real 
wage rates, while decreases in wage rates have equally often been 
associated with a rise or fall in real wage rates.’ Mr. Tarshis, 
using American figures for the period 1932-38, finds a significant 
positive association between real and money wage-rate changes 


3 J. T. Dunlop, “The Movement of Real and Money Wage Rates,” Economic 
Journal, XLVIII (1938), 421. 
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in the case of both increases and decreases.‘ The sequence out- 
lined above that a general reduction in money wage rates will 
bring about lower real wage rates, while apparently in accord with 
recent American experience, does not appear to check very well 
with the experience of Great Britain. Although there are many 
reasons for not expecting perfect correspondence between our 
model process and the process of wage change in real life, a di- 
gression may be permitted for the purpose of examining the con- 
ditions under which a reduction in money wages might be, as 
apparently it has been from time to time in the British case, as- 
sociated with increased real wage rates. Obviously, in this case 
the requirement is that wage goods fall in price by relatively 
more than the money wage reduction, in our example by more 
than 10 per cent. 

Professor J. H. Richardson has suggested that, in the cases of 
Great Britain, Australia, and the United States, real wage-rate 
movements are, in general, inversely associated with changes in 
the cost of living—i.e., that real wage rates fall when wage-goods 
prices are rising and rise when wage-goods prices are falling. This, 
he feels, is due mainly to the fact that wages are “stickier” than 
prices so that real wage movements are, in the main, dominated 
by cost-of-living changes rather than by money wage movements.* 
It is quite possible, obviously, that during a period of depression, 
when business activity and employment are declining, cost of 
living may decline even more rapidly than money wage rates so 
that real wage rates per employed man would be increased. 

If a general wage cut were introduced at a time of near general 
equilibrium rather than during a cumulative process of expansion 
or contraction, it would be more likely to result in a reduction of 
real wage rates. Likewise, in so far as we can attribute any tend- 
ency for wage-goods prices to move as a direct result of the sav- 
ings in unit cost which result from the wage reduction, this move- 
ment should be in the same direction as the movement of money 


4L. Tarshis, “Changes in Real and Money Wages,” Economic Journal, XLIX 
(1939), 150-54. 

‘J. H. Richardson, “Real Wage Mov ts,” Ec ic Journal, XLIX (1939), 
425-42. 








i 
4 
: 
f 
i 
‘ 
} 
' 


SN 


OIE I RR RS SO Re 








256 R. B. BANGS 


wage rates but of smaller relative magnitude, so that real wage 
rates would fall according to our theoretical expectation. But, 
clearly, wage-goods prices may be influenced by other factors 
than the cut in money wages. They may be declining as a part 
of a general price decline or they may be affected by special in- 
fluences—e.g., food prices may be influenced somewhat by the 
weather and crop prospects. One cannot apparently say with cer- 
tainty that, if money \.ages are cut in depression, real wages 
(rates) will necessarily either rise or fall. It is essential rather to 
recognize two separate cases, one in which decreased money wage 
rates are coupled with decreased real wage rates, and the other 
where real wages rise in spite of the cut in money wages. Obvi- 
ously, the larger the relative amount of the money wage cut, the 
more likely, celeris paribus, it is to be associated with decreased 
real wages. 

It has been suggested® that a money wage-rate cut is more 
likely to succeed in increasing output and employment if real 
wages fall than if they increase. For in this case, since in the 
wage-goods industries prices will have fallen by less than the wage 
cut has reduced marginal prime cost (a likely result when com- 
petition is not perfect), a gap between marginal revenue and mar- 
ginal prime cost will be created. This gap will be closed by ex- 
panding output to the point where maximum net revenue is again 
being earned by the representative firm. This is obviously the 
case in a single firm or industry where one may, without signifi- 
cant error, assume that the demand function for the output of 
the firm is relatively unaffected by the wage cut. However, if we 
consider the whole economy, it is much less likely that the aggre- 
gate demand for consumption gvods will remain unaltered in the 
presence of a general reduction in money wage rates. 

It may be interesting to inquire as to what conditions would 
have to be fulfilled were output to remain unaltered in the face 
of a general wage reduction. Figure 1 may help to clear the ground 
somewhat. In Figure 1 are shown the relevant short-period cost 
curves for total output. These are average prime cost (APC), 
average wage cost (AWC), and average non-wage prime cost 


6 E.g., by Professor Pigou, “Real and Money Wage Rates in Relation to Un- 
employment,” Economic Journal, XLVII (1937), 406. 
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(APC-AWC). For simplicity I have assumed supplementary costs 
to be unaffected by the wage cut; this is not, in all probability, 
strictly realistic, since it is likely that some wages would be paid 
even if output were zero, and thus some part of the total wage 
bill represents supplementary cost.” However, the net change in 
the supplementary cost curve on account of a wage reduction is 
likely to be very small and may thus properly be disregarded, 
especially as we are concerned mainly with immediate and short- 
run effects of the wage change. 
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Fic. 1.—Hypothetical short-period costs of aggregate output before and after a 
10 per cent general reduction in money wage rates. 


Marginal prime cost is shown in Figure 1 as an increasing func- 
tion of output. Some doubt exists as to whether this is the only 
possible relation which may obtain in the real world between out- 
put and marginal cost. Mr. Keynes believes that industry as a 
whole normally operates under conditions of diminishing returns 
in the short period, the increase in marginal cost as output ex- 
pands being a result of employing more labor in connection with 
a given quantity of capital equipment.* This point of view would 
indicate the sort of marginal cost curve found in Figure 1. 

During a depression equipment as well as labor may be un- 

7 Cf. G. D. A. MacDougall, “The Definition of Prime and Supplementary Cost,” 
Economic Journal, XLVI (1936), 443-61. 


5 J. M. Keynes, The General Theory of Employment, Interest, and Money (New 
York, 1936), p. 114. 
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employed. Therefore, if the expansion of output starts from a 
point where there is unused equipment, additional production 
need not be more labor intensive. Instead of having rising sched- 
ules of average and marginal cost, these curves may actually fall 
as output expands. Colin Clark has given figures for Britain for 
the period 1928-36 which indicate that marginal costs had a tend- 
ency to decrease as output expanded.’ This view would dictate 
the use of cost curves different from those illustrated in Figure 1. 
In a formal sense, however, the shape of the cost curves is im- 
material to our argument. 

Regarding the relation of output and marginal cost, Mr. 
Kalecki takes the intermediate view that the typical marginal 
cost curve is nearly horizontal over the relevant range and does 
not differ appreciably from the average cost of labor and raw ma- 
terials."° 

Whether, for output as a whole, marginal costs rise, fall, or re- 
main constant as output expands would appear to depend princi- 
pally upon the level of output from which expansion originates. 
If production were well below the level of maximum efficiency 
with existing plant facilities, it is probable that marginal cost 
would fall slightly as employment increased. This fall would re- 
flect such factors as the more efficient use of special types of labor 
and the better co-ordination of production at levels nearer to nor- 
mal operations. On the other hand, if the level of output before 
expansion were fairly near capacity and above the point or range 
of maximum technical efficiency for existing plant and equipment, 
an increase in employment would probably entail rising marginal 
costs. The marginal-cost function will be fairly constant if the 
expansion takes place within the region of maximum technical 
efficiency, and this case may be quite general since many plants 
are so organized as to secure nearly peak efficiency over a consid- 
erable range of output. It is therefore likely that, if the expansion 
is not too great and does not involve too close an approach to 
absolute capacity of existing facilities, marginal cost per unit may 

» National Income and Outlay (London, 1937), pp. 248-61. 

1° M. Kalecki, Essays in the Theory of Economic Fluctuations (London, 1939); 
pp. 27 ff. 
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not be greatly affected. I have drawn the marginal cost curve for 
output as a whole as rising slightly, but it is well to bear in mind 
the possibility that this curve might either fall moderately or re- 
main virtually horizontal, if the assumptions of Figure 1 were to 
be changed. 

According to Figure 1, the level of output is determined by the 
intersection of the aggregate marginal revenue function and the 
aggregate marginal cost schedule. A cut in money wages, we have 
seen, would tend to lower the schedule of aggregate marginal 
prime cost and also, perhaps, to change the slope of the schedule 
somewhat. If wages are reduced ro per cent and labor efficiency 
is unchanged, the average wage-cost curve will be reduced at 
each point by ro per cent of its previous level, thus yielding a 
new average wage-cost curve rising (or falling) slightly less rap- 
idly than in the old schedule. According to the assumptions of Fig- 
ure 1 the new marginal-cost curve, incorporating the wage cut, 
will be somewhat lower than the previous one and less steeply 
rising. This implies, of course, that the slope of the average prime 
cost curve will also be changed somewhat. Thus, if output is to 
remain unchanged it is clearly essential, as Professor Pigou has 
shown," that the aggregate demand function” change in such a 
way that the hew aggregate marginal revenue schedule which 
might be indicated on Figure 1 as MR, will intersect the new ag- 
gregate marginal prime cost curve MPC, at the same distance 
from the vertical axis as the intersection of MR, and MPC,. 
What is required, thén, is a certain critical change in the in- 
tensity and average elasticity of aggregate demand if output is to 
be unaffected by the wage cut. The problem of describing the 
most probable effects of a general reduction in money wage rates 
is thus, in part, a problem of ascertaining how aggregate de- 
mand will be affected by this reduction. 

In the diagram I have drawn the aggregate demand function 


* See above, p. 256, n. 6. 

"T am speaking here of the aggregate demand for output as a whole, not the 
Keynesian aggregate demand function which relates employment and the expected 
proceeds from that employment and is therefore aggregate demand for labor (cf. 
General Theory, p. 25). 
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so that it has a low price elasticity. An aggregate demand func- 
tion of this type has meaning only with reference to a given level 
and distribution of aggregate money income plus a given set of 
consumer preferences. Although it is possible that the income 
elasticity of aggregate demand may be considerable, no changes 
in aggregate money income are indicated in Figure 1. These 
changes would take the form of shifts in the curve AR. With 
given incomes and tastes it seems likely that the increase in con- 
sumption occasioned by a general fall in prices would be fairly 
small. If prices fell by 10 per cent and money income were un- 
changed it is probable that consumer expenditures would rise by 
considerably less than 10 per cent, since previously existing con- 
sumer preferences would be satisfied with the expenditure of a 
smaller portion of the unchanged money income. The effective 
propensity to save might thus increase in response to the fall in 
prices. 

Whether the price elasticity of aggregate demand is small or 
great does not, however, significantly affect the present argu- 
ment. The only difference is in the amount of change in output 
which would result if aggregate demand were unchanged, or in 
the magnitude of the required critical change in the intensity and 
elasticity of aggregate demand to keep output unaltered. Simi- 
larly, the size of this required change in demand is affected by the 
shape of the marginal prime cost curves, both before and after 
the wage cut. 

With reference to the effects of a general wage cut on aggregate 
demand, we have seen that, at least in the case where real wages 
are reduced, aggregate demand will tend to shift negatively in so 
far as it is influenced by the consumption of previously employed 
workers whose incomes have been reduced but whose effective 
propensities to consume have probably risen in an effort to main- 
tain something akin to a former standard of material comfort. 
The low level of wage income per family limits, however, the pos- 
sible increase in propensity to consume to a small relative amount, 
since it cannot for long be greater than 100 per cent of current in- 
come. Thus, in spite of the increased propensity to consume 
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among employed workers,** which increase has been forced by the 
cut in their incomes rather than by any change in tastes, their 
aggregate expenditure on consumption will tend to be curtailed. 

Offsetting this adverse effect on aggregate demand is, of course, 
the fact that non-wage income will tend to rise absolutely and to 
cause a positive shift in the aggregate demand schedule. It is nec- 
essary to determine, by analysis, the approximate strength of 
these opposing forces. Non-wage income tends to rise in this proc- 
ess Only because of the fact that the wage reduction has cut the 
proportion of gross income from sales which must be paid to 
workers—i.e., average wage cost is now a smaller proportion of 
sales revenue per unit of output. 

If output were unchanged by the wage cut, non-wage income 
(rent, interest, and profit) would rise by the same proportion as 
the non-wage segment of sales revenue has increased, assuming 
depreciation and maintenance to be the same. For example, if 
wages have been reduced by 10 per cent and this has entailed a 
5 per cent cut in average prime costs for output as a whole (wages 
being initially 50 per cent of total income), and if prices have 
fallen on the average by 3 per cent while output is, at least ini- 
tially, unchanged, then on these assumptions non-wage income 
has risen, both in total and as a percentage of total income." 
To determine, then, the magnitude of the income transfer from 
wage- to non-wage-earners which would accompany a general re- 
duction in money wage rates, it is essential to know the propor- 
tion of the value of total output which wages normally represent. 

Mr. Kalecki shows that the aggregate wages of manual laborers 
in Great Britain were remarkably stable over the period 1911-35 

*3 Statistical evidence is available to corroborate the principle that the marginal 
propensity to consume rises (falls) as income decreases (increases) (cf. H. Menders- 
hausen, “Income and Savings of Metropolitan Families,” American Economic Re- 
view, XXIX [1939], 521-37). 

4 The arithmetic is as follows: with income of 100 and a wage bill of 50; wages are 
cut by ro-per cent to 45. Output is unchanged but prices fall so that the new level 
of income is only 97. Wage income is now 45 or 46.3 per cent of 97 as compared to 
50 per cent of 100. Non-wage income is now 52 or 53.7 per cent of total income. If 


wages were less than 50 per cent of total income non-wage income would still increase 
on these assumptions in total, but it might decrease as a percentage of total income. 
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at slightly over 40 per cent of the national income.’ Likewise, by 
adjusting Dr. Kuznets’ figures, he calculates the relative share of 
manual labor in the national income of the United States as re- 
markably stable around 35 per cent of national income for the 
period 1919-34."° If salaries are added to wages, as is customary 
when showing the distribution of national income in the United 
States, the same relative stability is notable, but at a level around 
65-67 per cent of national income.’? Assuming that both salaries 
and wages are affected by the general reduction of 10 per cent, 
the initial shift of income from wage- to non-wage-earners would 
amount to roughly 6} per cent of national income, i.e., before 
prices and output had changed. If prices fall and output is un- 
changed, so that total income is lower, the transfer will be an 
even larger percentage of the new level of income. This would 
mean, in the case of the United States, a potential expansion of 
non-wage income by at least 20 per cent, since non-wage income 
is roughly a third and wages plus salaries roughly two-thirds of 
national income. This tendency toward expansion in non-wage 
income is offset, of course, to the extent that prices must be re- 
duced in response to the wage cut and also to the extent that ag- 
gregate demand originating in the wage-earning group is reduced 
by the cut in their incomes. Thus if, in response to the 10 per cent 
wage cut, prices are reduced on an average of 2 per cent, the in- 
come shift will be much smaller. Non-wage income on this as- 
sumption would expand by only a little over 10 per cent, provided 


*s Kalecki, of. cit., p. 16. 

6 This figure is undoubtedly too low. S. Kuznets, in National Income and Capital 
Formation (New York, 1937), gives wages separately from salaries only for “selected 
industries, namely, agriculture, mining, manufacturing, construction, and railways.” 
Kalecki accepts W. I. King’s estimate of salaries ($14,000,000,000) (cf. op. cit., 
p. 17). But assuming wages are the same percentage of income produced in all 
industries as in the selected industries, the share of manual labor in the national in- 
come of the United States would work out at more nearly 45 per cent than 35 per 
cent. Salaries, on this assumption, would be about 20 per cent of national income, 
rather than over 30 per cent, which they must be according to Kalecki’s calcula- 
tions. Needless to say, this figure for salaries is unbelievably large. I am unable to 
determine from his text how Mr. Kalecki derives his 35 per cent figure for manual 
labor’s share in the income of the United States. 


*7 Cf. Kuznets, op. cif., p. 25. 
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output were unchanged and wages and salaries were roughly two- 
thirds the national income. It is apparent, then, that the smaller 
the size of the price reductions which result from the cutting of 
wage rates, the larger will be the relative increase in non-wage in- 
come, still assuming as we do that output has not yet changed. 

The principal effect, then, of a general reduction in wages will 
be, on the present assumptions, to produce an income transfer 
from wage- to non-wage-earning groups. Now it is probable that 
the level of family income is lower, in general, among wage-earn- 
ing than among non-wage-earning classes, and, therefore, that the 
propensity to consume is higher among wage-earners than non- 
wage-earners. Thus, as a consequence of tie general wage re- 
duction laborers will (provided real wages are reduced) consume 
less, although in all likelihood their aggregate consumption will 
fall by less than the decrease in their incomes. Non-wage-earners 
will, on the other hand, plan to consume somewhat more on ac- 
count of the increase in their incomes, but they will also probably 
plan additional savings, i.e., aggregate consumption by non-wage- 
earners will rise, but the average propensity to consume among 
non-wage-earners will fall."* It seems clear, then, that a shift of 
income from a group having a relatively high aggregate propen- 
sity to consume to another group having a somewhat lower pro- 
pensity to consume cannot but have some adverse effect on the 
aggregate demand for consumption goods, thus tending toward a 
reduction of output and employment to the extent that it is not 
offset by other factors. The degree of the negative shift in aggre- 
gate demand which would result from a wage cut would depend 
on many separate influences, among which are the extent of the 
fall in prices both of wage goods and of other commodities, the pro- 
portions of total income normally accruing to wage-workers, and 
the degree of inequality of personal income distribution which 
would determine the net effect of a shift in functional income 
shares upon the aggregate propensity to consume of the whole 
community. 

To illustrate the above principles, two purely hypothetical 


"8 Strictly speaking, one should say that the weighted average of marginal pro- 
pensities to consume among non-wage-earners will fall. 
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cases may be taken. Case 1 assumes a 10 per cent cut in money 
wages and salaries, which are, by assumption, two-thirds of the na- 
tional income. The average propensity to consume among wage- 
earners I shall assume to be go per cent, among non-wage-earners 
7° per cent. Prices do not change. Wage-earners lose 10 per cent 
of their money income and their propensity to consume rises to 
95 per cent. Non-wage-earners’ incomes expand by 20 per cent 
(output unchanged) and their propensity to consume falls to 60 
per cent. (It is reasonable to presume that it changes by more 
than the change in the propensity to consume of wage-earners, 
since the income change for non-wage-earners is relatively 
greater.) Aggregate consumption on these assumptions has fallen 
by about 3 per cent; aggregate saving has risen by approximately 
15 per cent. 

Case 2 assumes the same 10 per cent cut in money wage rates 
and also considers wages and salaries to be two-thirds the national 
income as before. But in this case prices are assumed to fall by 
2 per cent as a result of the wage reduction. As before, wage- 
workers lose 10 per cent of their money income, but since wage- 
goods prices are somewhat lower, we shall assume that their pro- 
pensity to consume rises only from go per cent to 94 per cent. 
Non-wage-earners’ incomes increase by less than in case 1 because 
of the fall in prices; therefore, we shall assume that their propen- 
sity to consume falls by less than before, e.g., from 70 per cent to 
67 per cent. On these assumptions aggregate consumption falls 
from 83.4 per cent to 81.8 per cent of the total value of output, 
a decrease of roughly 2 per cent.. Aggregate saving likewise de- 
creases from 16.6 per cent of total value of output to 16.2 per 
cent, a decrease of about 2 per cent. Since I have assumed output 
unchanged and prices 2 per cent lower on the average, total in- 
come is, by assumption, only 98 per cent of what it was before 
the wage cut. 

These hypothetical illustrations cannot, of course, indicate 
what actually happens when wages are reduced, although they 
may serve as approximate measures of the strength of opposing 
forces to the extent that the illustrations are reasonably close to 
the situation in real life. In any event they point to some im- 
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portant principles which have a direct bearing on this type of 
wage policy. It is clear, e.g., that the extent of the increase in 
planned savings which results from a wage cut is dependent on 
the degree to which prices fail to fall in response to the cut in 
wage-earners’ incomes. In so far as prices fail to fall and the gap 
between marginal prime cost and price is increased, the degree of 
monopoly under which total output is sold will rise, thus perhaps 
worsening labor’s share in the national income.*® Such tentative 
measurements as have been made seem to point to the fact 
that increases in the degree of monopoly are normally associated 
with depression and falling output,”° even in the absence of a defi- 
nite policy of wage reduction. Cutting wages, then, may merely 
help to reinforce this tendency for prices to remain rigidly above 
marginal costs and for the degree of monopoly to be increased. 

It is desirable, at this point, to break with the assumption that 
output is unchanged. Let us now ask how current output may be 
affected by the income results of the wage cut, for if this question 
can be answered some of the effects on employment may be de- 
termined. A tendency for aggregate demand for consumer goods 
to fall as a result of the shift of income from wage-earners to non- 
wage-earners has been noted, and likewise a tendency for aggre- 
gate planned savings to expand has appeared as a by-product of 
the income transfer. In so far as it is generally realized that a 
wage cut may exercise an adverse effect on aggregate consump- 
tion, the normal expectation might be for current output to con- 
tract in response to this adverse effect on aggregate demand. 
This contraction might operate both in connection with the out- 
put of consumption goods and (via the acceleration principle) on 
the output of investment goods. Offsetting this effect, however, 
is the tendency for planned saving to increase as a by-product of 
the wage cut. 

An increase in the proportion of expected income which indi- 
viduals plan to save will have certain repercussions upon security 
prices and interest rates. As these savings materialize (and they 

9 Cf. Kalecki, op. cit., chap. i. 

2° Cf. Dunlop, “Price Flexibility and the Degree of Monopoly,” Quarterly J our- 
nal of Economics, LIII (1938-39), 531-33- 
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do by our assumptions continually for as long as output remains 
relatively unchanged) the savers will wish to distribute them in 
some fashion between increased cash balances and increased hold- 
ings of securities. To the extent, then, that the newly created 
additional savings are not used merely to build up cash balances, 
they will tend to push up security prices and lower rates of return 
on existing securities. This does not necessarily mean that inter- 
est rates on new loans, either granted by the banking system or 
obtained by new security flotations, will inevitably be lower, for 
the output of new loans, like the output of any other industry, 
is subject to some degree of monopolistic restriction which may 
fail to allow the interest rates to respond freely to an increase in 
the gross supply of credit™ by falling to the extent that they would 
under purely competitive conditions. As prices of old securities 
rise, however, the market may be somewhat more favorable both 
to new working capital loans and to new flotations. 

One possible effect of a wage reduction is thus seen to be a 
downward pressure on interest rates. It is difficult to predict the 
extent of this interest rate reduction, but it is clear that the chief 
inducement to expanded investment (which must be relied on to 
maintain or increase output in the face of a wage cut) comes less 
from the wage cut itself than from its derivative reduction in in- 
terest rates. 

Professor Pigou and Mr. Kaldor, in their discussion of the ef- 
fects of wage reduction,” have used a model which differs in sev- 
eral respects from that used here. They agree, however, that the 
chief stimulus to investment resulting from a wage cut comes 
about through the accompanying reduction in the rate of interest. 
With this conclusion the present analysis is in agreement, even 
though I have not assumed perfect competition and have not rep- 


2* “Gross supply of credit” is used here in the sense of B. Ohlin (cf. ““The Stock- 
holm Theory of Savings and Investments,” Economic Journal, XLVII [1937], 224- 
25). 

# A. C. Pigou, “Real and Money Wages in Relation to Unemployment,” Eco- 
nomic Journal, XLVII (1937), 405-22; N. Kaldor, “Prof. Pigou on Money Wages in 
Relation to Unemployment,” ibid., XLVIT (1937), 745-53; Pigou, “Money Wages 
in Relation to Unemployment,” ibid., XLVIII (1938), 134-38. 
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resented marginal cost as consisting only of wages, as Professor 
Pigou and Mr. Kaldor did.” 

It is necessary, though, to go further and form some judgment 
as to the extent of the reduction in interest rates which may be 
expected to follow a wage cut and also to speculate on the re- 
sponse of the rate of current investment to this change. Clearly, 
central-bank policy is of some importance in this connection, for 
the central bank may, by its policy, either help reinforce the tend- 
ency of interest rates to fall, or it may operate to offset this effect. 
If we abstract from central-bank policy, which is apt to be dic- 
tated by other considerations and therefore to have a random 
effect, it is still questionable how much market rates of interest 
will decline in response to the increased disposition to save. If, 
e.g., the initial increase in security prices should produce expecta- 
tions of further security price rises, the demand for cash balances 
may so expand as partially or completely to offset any tendency 
for security prices to rise beyond a negligible extent. In this case 
the effect of the wage cut on the interest-rate structure is clearly 
very slight. 


3 Professor Pigou’s conclusion that a wage cut may increase investment and em- 
ployment rests on his feeling that the quantity of saving is normally somewhat more 
responsive to changes in the rate of interest than to changes in the quantity and 
distribution of total income. If, as Professor Pigou suggests, a decrease in the rate 
of interest is accompanied by an increase in the aggregate propensity to consume— 
i.e., a decrease in the propensity to save—this effect could prevent total income 
from falling and employment from being reduced; provided, of course, that the rate 
of current investment quickens in response to the increased propensity to consume. 
Mr. Lerner has shown, however, that, although a fall in the rate of interest may lower 
the aggregate propensity to save somewhat, on account of the lower returns avail- 
able to savers, a change in the size and distribution of income would have a much 
stronger effect. And the income effects which accompany a wage cut tend to 
lower rather than to raise the average propensity te consume (cf. A. P. Lerner, “Ex- 
Ante Analysis and Wage Theory,” Economica [N.S.], VI [1939], 436-49). H. M. 
Somers has maintained that only by employing a liquidity-preference theory of inter- 
est can one supply the necessary link between changes in the volume of employment 
and changes in the rate of interest (cf. “Money Wage Cuts in Relation to Unem- 
ployment,” Review of Economic Studies, V1 [1939], 161-63). Mr. Kaldor, however, 
has pointed out that the crucial factor in explaining changes in interest rates oc- 
casioned by wage reductions is the change in the desire to save, which is influenced 
both by the rate of interest and by the income effects of the wage cut (cf. “Reply to 
Mr. Somers,” ibid., VI [1939], 232-35). 
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If we grant, subject to these limitations, some possible rise in 
security prices and some fall in interest rates, the question then 
turns on the amount of investment expansion which may reason- 
ably be expected to flow from the wage cut by way of the lower 
rate of interest. It should be noted that, in so far as the rate of 
current investment depends on forecasts of the prospective level 
of aggregate demand for consumption goods and in so far as busi- 
ness firms correctly see that a wage cut will tend to reduce this 
demand by transferring income from persons having a high pro- 
pensity to consume to persons having a somewhat lower one, no 
appreciable increase in the rate of current investment may be ex- 
pected, unless the potential saving in interest cost outweighs the 
potential decrease in effective demand. But if expectations also 
take account of the increase in employment which the wage cut 
is calculated to bring and the effect of this additional employment 
upon effective demand, then the income transfer may become rela- 
tively unimportant and investment may respond both to the ef- 
fect of the wage cut on prospective margins of profit and to the 
lowering of interest rates. Clearly, the greatest stimulus to invest- 
ment from a reduction in interest rates would come in those sec- 
tions of industry where the index of capital intensity is highest.” 

A general reduction of wages will, by promoting the substitu- 
tion of labor for other factors of production, tend to increase ag- 
gregate employment even though there is no tendency for total 
output to expand. This effect is necessarily present unless all fac- 
tor prices are proportionately reduced, and according to our as- 
sumptions wage costs will tend to fall by more than total prime 
costs, since competition is not perfect and since there is some elas- 
ticity in the supply of all factors. The incentive to substitute labor 
for other factors will be strongest in those industries where labor 
intensity is already highest, since it is here that the wage cut will 
cause the greatest reduction in prime cost and because it is likely 
that in these industries the elasticities of substitution between 
labor and other factors will be greatest. On the other hand, the 
industries of less than average labor intensity are apt to benefit 


*4 That is, where a unit of output is produced with the aid of relatively the least 
labor and relatively the greatest amounts of capital equipment. 
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less directly from the wage reduction, which will make only a 
small difference in prime costs, than from the indirect pressure 
which the wage cut exercises on interest rates. If interest rates 
are actually reduced, then the cheapening of capital may be more 
important to the industries using relatively large amounts of fixed 
equipment than the cut in wages. The direction of the substitu- 
tion effects will therefore depend on the relation between the re- 
duction in wages and the possible resultant fall in interest rates. 

The net effect, then, of wage reductions on the capital intensity 
of total output is uncertain. On the one hand, the relative cheap- 
ening of labor may tend to check the process of capital “deepen- 
ing” which some writers feel to be characteristic of depression.’ 
On the other hand, the downward pressure which wage cuts may 
bring to bear on interest rates may further stimulate the “deepen- 
ing” process. Whatever happens on balance to the capital inten- 
sity of total output, it seems likely that the high and low intensity 
industries may well be affected in very different, perhaps opposite, 
ways, and thus that the composition of total output may change 
in response to the direct and indirect results of a general wage re- 
duction. 

Thus the relative cheapening of labor and the relative cheapen- 
ing of capital through lower interest rates may each in its proper 
sphere tend toward some increase in employment, but the net 
effect of these two forces is apt to be relatively small because 
(a) the flexibility of investment with respect to changes in relative 

2s Mr. Kaldor has argued that the capital intensity of total output normally 
rises during depression and falls during prosperity. His paper, “Capital Intensity 
and the Trade Cycle” (Economica [N.S.], VI [1939]), takes issue on this point with 
the Austrian theory of the cycle as presented in greatest detail by Professor Hayek 
in Prices and Production (London, 1932). In this work Hayek, although not em- 
ploying the concept of capital intensity, argues that the structure of production will 
become more roundabout or capitalistic during the boom. Professor Hayek in his 
recent work denies that the earlier version of his theory maintained that capital 
intensity decreases in depression and increases during prosperity. Instead he 
agrees with Mr. Kaldor that the transition to more capitalistic methods of pro- 
duction takes place during periods of low interest rates and low rates of profit, al- 
though he contends that it is still this increase in capital intensity which sets the 
stage for depression (cf. F. A. Hayek, Profits, Interest, and Investment (London, 1939], 


pp. 38-39, n.). Thus the controversy regarding capital intensity and its relation 
to the structure of production must be regarded as still open. 











270 R. B. BANGS 


factor prices is apt to be comparatively low, at least in the short 
period, and (6) the cheapening of both labor, through lower wage 
rates, and capital, by means of lower interest rates, may tend to 
offset one another in some measure so far as total employment is 
concerned, unless there is an appreciable increase in total invest- 
ment and output. Thus, although the demand for labor in low- 
capital-intensity industries might rise by virtue of the substitu- 
tion effects of the wage reduction, this extra demand might be 
partially offset by a decrease in the demand for labor in high- 
capital-intensity industries, by reason of the substitution effects 
of changes in interest rates. On balance, however, there is reason 
to expect an appreciable gain in employment from these combined 
effects. 

The point has been made that a wage cut may be prevented 
from having its full effect on output if entrepreneurs correctly 
foresee that the income-transfer aspect of the wage cut may have 
an adverse effect on the aggregate demand for consumption goods. 
If, however, business firms should be disposed to disregard the 
effect on consumer demand and take account only of their lowered 
marginal costs and improved expectations of profit per unit of 
output, a very considerable expansion of output may take place 
and an even greater increase in employment may accompany this 
expansion. Should a net increase in the total wages bill occur for 
this reason, some of the deflationary effects of the wage cut on 
consumer demand would be forestalled, at least to the extent that 
newly employed workers’ consumption might exceed their con- 
sumption when unemployed by reason of the fact that their in- 
comes as employed workers might exceed their incomes from pub- 
lic funds and other sources while unemployed. 

In summary, then, our analysis has disclosed that a propor- 
tionate general reduction in money wage rates, considered as a 
policy calculated to increase employment, has effects which do 
and other effects which do not tend toward this result. On the 
side of increased employment there is the tendency for wage re- 
ductions to improve margins of profit, provided prices do not 
fall proportionately to wages, the tendency for labor to be em- 
ployed more liberally in relation to other factors in consequence 
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of its lower relative price, and the possible tendency for wage re- 
ductions indirectly to lower interest rates and thus promote in- 
vestments in capital intensification. On the side of diminished 
employment there is the tendency of wage cuts to transfer income 
to non-wage-earners with a possible deleterious effect on the ag- 
gregate marginal propensity to consume out of given income. But 
this effect is diminished in importance provided employment in- 
creases sufficiently to provide a net addition to the total wages 
bill. 

Thus, on balance, the result that a general wage cut will tend 
to increase total employment is likely but not clear. But it is by 
no means plain that this is the most desirable method of promot- 
ing employment. There is danger that too much optimism may 
be generated by the effect of the wage cut on costs, so that if the 
income effects are neglected, the business community may learn 
at a later date that the wage change warranted less expansion 
than actually occurred. 

Likewise, since an appreciable part of the potential benefits of 
wage reduction is due to the fact that such a policy may be a 
means of driving down interest rates, it is questionable whether 
this particular effect may not be better secured by more direct 
action—e.g., by appropriate central banking activity. Since wage 
reductions stimulate employment by lowering real wages and 
since it is this effect which is desired, a more direct approach 
would appear to involve an attack on prices of finished output 
while leaving money wages unchanged. 

Finally, this paper does not suggest that a flexible wage policy 
may not be an effective method of promoting adjustment within 
an industry or among a group of related industries. It suggests 
only that careful and complete analysis is necessary to trace out 
the full effects of a wage policy. 
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R some time now, economists have recognized the limitations 
of most economic analyses which rest upon a single-rate concept 
of interest. But the lifting of such restrictions waited upon a 
theory of interest which was capable of explaining the structure of 
interest rates to be found in a financial system, the so-called money 
and capital markets. Of the several current theories, the Keynesian 
theory of interest, as treated in the General Theory of Employment, 
Interest, and Money, and subsequently developed in the discussions 
and writings by Mr. Keynes, his supporters, and his critics, is, per- 
haps, the most helpful toward finding the needed explanation.? 
Occupied as largely as it is with showing the importance of “‘money,”’ 
as such, in connection with the volume of output, Mr. Keynes’s liquid- 
ity-preference analysis of interest is worked out on a rather narrow 
basis. Thus, the simple statement of the theory, that interest “‘is the 
‘price’ which equilibrates the desire to hold wealth in the form of cash 
with the available quantity of cash,” and that it is the quantity of 


* This article is a compressed version of a paper, “The Structure of Interest 
Rates, and Current Interest Theory,” read before a General Session of the 1940 
Annual Meeting of the Econometric Society, in New Orleans. 

* Mr. Keynes, in fact, refers to the “complex of rates” in several places in his 
writings and suggests that his theory could be rephrased in terms of the structure 
of rates; e.g., General Theory, p. 137 n. Perhaps the most pertinent writings are as 
follows, in chronological order: J. R. Hicks, “Mr. Keynes’ Theory of Employment,” 
Economic Journal, June, 1936, pp. 245-48; A. H. Hansen, “Mr. Keynes on Under- 
employment Equilibrium,” Journal of Political Economy, October, 1936, pp. 667 ff.; 
Jacob Viner, “‘“Mr. Keynes on the Causes of Unemployment,” Quarterly Journal of 
Economics, November, 1936, pp. 152-60; D. H. Robertson, “Some Notes on Mr. 
Keynes’s General Theory of Employment,” Quarterly Journal of Economics, Novem- 
ber, 1936, pp. 175-91; J. M. Keynes, “The General Theory of Employment,” 
Quarterly Journal of Economics, February, 1937, pp. 209 ff.; B. Ohlin, “Some Notes 
on the Stockholm Theory of Savings and Investment. I,” Economic Journal, March, 
1937, PP. 53 ff.; B. Ohlin, “Some Notes on the Stockholm Theory of Savings and In- 
vestment. II,” Economic Journal, June, 1937, pp. 223 ff.; J. M. Keynes, “Alterna- 
tive Theories of the Rate of Interest,” Economic Journal, June, 1937, pp. 241 ff.; 
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money in the system in conjunction with the liquidity-preference which 
“determines the actual rate of interest in given circumstances,”’ seems 
to run in terms of a single-rate concept of interest. But this impression 
follows from a too literal interpretation of a rather restricted analytical 
device. Unfortunately, Mr. Keynes, in the General Theory, neglected 
to indicate the broader form of his own theory—in fact he seemed there 
to have become a victim of the results of his own restricted analysis. 
It is because of this that the perhaps most significant criticisms of the 
Keynesian theory (as expressed in the General Theory) have hinged 
upon the structure of rates; that is, on the existence of assets other 
than ‘“‘cash” available to satisfy liquidity-preferences in varying de- 
grees, or, more accurately, substitute for the advantages of liquidity.’ 
Instead of the simple alternative of holding a deferred claim or a 
present claim on cash, there exists a series of alternatives; namely, of 
holding one type of claim (deferred or present) as against another type. 

But the theory can be readily broadened, to account for the holding 
of different types of deferred claims by potential holders of cash and 
the complex of rates—at the same time leaving to “money” the im- 
portant place it holds in Mr. Keynes’s general theory of employment | 
though, perhaps, in a somewhat modified form. 

Even if the propensity to hoard cash is not as strong as Mr. Keynes 
seems to make it out to be, and individuals may be satisfied to hold 
particular deferred claims offering some degree of liquidity (instead of 
cash alone), they would still take only such claims as would, by com- 
parison of returns over costs, offer an equal measure of advantages as 


B. Ohlin, “Rejoinder to ‘Alternative Theories of the Rate of Interest,’ ” Economic 
Journal, September, 1937, pp. 423 ff.; D. H. Robertson, “Rejoinder to ‘Alternative 
Theories of the Rate of Interest,’ ” Economic Journal, September, 1937, pp. 428 ff.; 
R. G. Hawtrey, “Rejoinder to ‘Alternative Theories of the Rate of Interest,’ ”’ 
Economic Journal, September, 1937, pp. 436 ff.; J. M. Keynes, “The ‘Ex-ante’ 
Theory of the Rate of Interest,” Economic Journal, December, 1937, pp. 663 ff.; 
O. Lange, “The Rate of Interest and the Optimum Propensity to Consume,”’ 
Economica, February, 1938, pp. 12 ff.; A. P. Lerner, “Alternative Formulations of 
the Theory of Interest,” Economic Journal, June, 1938, pp. 211 ff.; D. H. Robert- 
son, “Mr. Keynes and ‘Finance,’ ”’ Economic Journal, June, 1938, pp. 314 ff.; M. 
Millikan, “The Liquidity-Preference Theory of Interest,” American Economic Re- 
view, June, 1938, pp. 247 ff.; J. M. Keynes, “Mr. Keynes and ‘Finance’: Comment,” 
Economic Journal, June, 1938, pp. 318 ff.; D. H. Robertson, “Mr. Keynes and ‘Fi- 
nance,’ ” Economic Journal, September, 1938, pp. 555 ff. 

3 See, e.g., the single most complete statement of this form of criticism by Pro- 
fessor Jacob Viner (op. cit.). 
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would be obtained from holding cash. As Mr. Keynes points out, there 
need not be an actual increase in idle balances because of an increase 
in the propensity to hoard; the increased propensity can manifest itself 
solely in a rise in the rate of interest.‘ Thus, while it is possible for the 
amount of hoarded cash to be zero, and for individuals to hold one 
kind of asset or another, the propensity to hoard would still be instru- 
mental in determining the direction in which cash would be supplied, 
and the rates of interest on each type of deferred claim. Once more, 
therefore, it follows that the propensity to hoard operates as a check 
(probably a less forceful check) on the rate and volume of capital in- 
vestment, through the several rates of interest and the relative level of 
those rates. 

The advantages of holding cash, therefore, still remain as the point 
of reference and standard for the advantages of holding deferred claims. 
Each rate of interest in the structure of rates may be looked upon as 
balancing the advantages of holding cash. But each rate does so only 
in conjunction with the pgfticular characteristics and qualities of each 
deferred claim; and différences in terms (and expectations with respect 
to terms) would tend to be balanced by differences in the rates of inter- 
est as between several claims. The willingness to exchange cash for a 
deferred claim is, thus, a function of a number of determinants of vary- 
ing significance, and the rate of interest is only one of the several de- 
terminants. 

The general money and capital markets may be thought of, con- 
ceptually, as broken down into a number of small diversified markets, 
each characterized by the terms and qualities of the claims traded in 
that market. The various loan markets, though distinct, are not, how- 
ever, wholly unconnected with one another. If, at any point of time, 
equilibrium conditions exist within each loan market (that is, when on 
the basis of the set of terms of exchange a rate of interest is deter- 
mined, such that the amount of cash that investors are willing to lend 
is just equal to the amount that borrowers are willing to take at that 
rate) the markets are analytically separated. Failing equilibrium 
conditions, however (and this is the usual condition), the markets are 
intimately connected, in that lenders and borrowers are continually 
balancing one market against another—either in originally supplying 
and taking cash or in changing from the original deferred claim. And, 
of course, the markets are connected with the rest of the economic 

4 E.g., “The General Theory of Employment,” Quarterly Journal of Economics, 
February, 1937, Sp. pp. 210-11. 
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system in the manner shown by Mr. Keynes; that is, through cash 
demand.5 ‘ 

Mr. Keynes views his single rate of interest as the factor which 
“equalizes the advantages of holding actual cash and a deferred claim 
on cash.’’® This concept of the rate of interest can now be generalized 
to the effect that the rate of interest in each market tends to equalize the 
advantages of holding each particular deferred claim as compared with 
any other claim, including a present claim on cash—having regard to 
all terms and expectations concerning future terms.’ To understand 
this fully, it is necessary to examine the particular terms, advantages, 
and expectations connected with the various claims. 

Mr. Keynes, in dealing with the various factors leading to a pro- 
pensity to hoard, groups them under three main headings: the transac- 
tions, precautionary, and speculative motives.* Connected with the 
first two groups of motives—namely, the transactions and precaution- 
ary—a number of uncertainties, such as unexpected expenditures, 
make it advantageous to hold cash. Thus cash has a certain liquidity 
premium, since the holding of it offers a potential convenience or 
security. In the case of the speculative motive, the advantages of hold- 
ing cash arise out of a form of uncertainty different from the uncertain- 
ties connected with the former two motives. Cash in this latter con- 
nection has a certain liquidity premium because “‘there is a risk of a loss 


5 It is important to recognize that the intermarket flows of cash supply and de- T- 
mand do not tend to bring about an equalization of rates (or prices) on all deferred Lt 
claims. This would be possible only if there were perfect substitutability as be- 
tween the different claims. But that degree of free substitution does not exist. As- 
suming away ordinary frictions, interest rate differentials would still exist. This 
would be true even if all markets were in equilibrium. 

® See, e.g., “Alternative Theories of the Rate of Interest,” Economic Journal, 
June, 1937, Pp. 245. 

7 With changed opinion and expectations concerning the terms of a particular 
deferred claim itself, or as compared with other claims (i.e., a present claim on 
money, or deferred claim), adjustments follow, tending once again to make ad- 
vantages equal all round. For example, if opinion makes the holding of a particular 
claim less desirable as compared with some other deferred claim, the price of the 
former would fall (i.e., the rate of interest rise), and the price of the latter rise, until 
the new rates of interest are deemed to equalize the advantages of holding either 
asset. Similarly, if there is a change in expectations as to the advantages of holding 
cash, adjustments must follow, and the rate of interest on one, several, or all de- 
ferred claims would change until the advantages are again equal as between holding 
cash or deferred claims. 


* General Theory, chaps. xiii, xv. 
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being incurred in purchasing a long-term debt and subsequently turn- 
ing it into cash, as compared with holding cash.”’® 

But after having dealt with the transactions and precautionary mo- 
tives at some length, Mr. Keynes seems to put them aside and to 
emphasize the speculative motive as a determinant of the rate of inter- 
est. Thus Mr. Keynes: ‘There is, however, a necessary condition 
failing which the existence of a liquidity-preference for money as a 
means of holding wealth could not exist. This necessary condition is 
the existence of uncertainty as to the future of the rate of interest, i.e., 
as to the complex rates of interest for varying maturities which will 
rule at future dates.”*®° Another example of the emphasis on the 
spectulative motive is Mr. Keynes’s speaking of the ‘‘propensity to 
hoard,” which arises, in the main, out of the speculative motive, as 
approximately the same as the “‘liquidity-preference”—and using the 
two terms interchangeably." Because of this emphasis, the final im- 
pression that Mr. Keynes leaves in the General Theory is that the long- 
term rate of interest is dependent solely on changes in the degree of 
bearishness in the market; and adjustments in the rate of interest 
balance the advantages and disadvantages of holding cash and holding 
a deferred claim. But uncertainty as to future rate movements, leading 
to bearishness, does not help explain the rate of interest on a short- 
term claim about which there is no uncertainty—that is, there is no 
possibility of a rising rate leading to capital losses. Furthermore, as- 
suming no uncertainty as to the course of future rates on a long-term 
claim, as Mr. Keynes points out, the demand for cash from the specu- 
lative motive would be zero."* Such deferred claims, however, would 
still have a rate of interest on them which, I should say, Mr. Keynes 
would explain by the transactions and precautionary motives demand 
for cash. In this case, uncertainties connected with individual and 
business financial matters create liquidity preferences which necessitate 
interest payments on deferred claims. 

Interest, therefore, does arise because of the existence of uncertain- 
ties, but a distinction can be made between the two kinds of uncertain- 
ties involved: (1) uncertainties as to the time at which, and the 
amounts of, payments, purchases, and obligations to be made, and (2) 
uncertainty as to future interest-rate movements. And the two may 
operate singly or together in bringing about the existence of, and de- 
termining the actual rates of, interest. 


9 Ibid., p. 169. %° Ibid., p. 168. ™ E.g., ibid., p. 174. 12 Ibid., pp. 208-9. 











INTEREST RATES AND KEYNESIAN THEORY 277 


If in the General Theory Mr. Keynes’s emphasis on the uncertainty 
connected with the future course of the interest rate has led to mis- 
understandings, as I think it has, his later writings do show the transac- 
tions and precautionary motives in their proper light as determinants 
of the rate of interest. In these later writings, Mr. Keynes speaks of 
the inactive and active demands for cash as determining the rate of 
interest.'? The “inactive” may be identified in part with the precau- 
tionary and in part with the speculative motives; while the “active” 
demand for cash may be identified with the transactions motive, and 
the so-called “finance” motive, which appears in an explicit form in the , 
later writings. And we find Mr. Keynes speaking of the finance de~- 
mand for cash, which is of the same nature as the transactions demand 
for cash, as ‘‘the coping-stone of the liquidity theory of the rate of 
interest.”’*4 

But, while the Keynesian theory can no longer be mistakenly taken 
as running in terms of the speculative motive alone, there is an im- 
portant distinction between the two groups of motives, as has been 
shown above.’ The difference may, perhaps, be restated in this 
fashion: the transactions and precautionary motives for holding cash 
may be said to arise out of circumstances independent of uncertainties 
connected with deferred claims; while the speculative demand for 
cash arises out of an uncertainty connected with deferred: claims— 
namely, the possibility of a loss on capital through a rise in the rate of 


interest. 
Once this distinction is seen, it becomes evident that other uncer- 


tainties and advantages may exist in connection with deferred claims 
which Mr. Keynes has not pointed out explicitly, since he is concerned 
with only one type of deferred claim, namely, a long-term gilt-edged 
bond. If, however, we are to deal with all kinds of deferred claims, it 
becomes necessary to indicate what these other uncertainties and ad- 
vantages may be; and apparently they will depend upon the terms, 
and expectations as to changes in terms, connected with particular 
deferred claims. 

Before proceeding further, it may be well to indicate briefly the 
factors which influence the uncertainties and advantages which may 
be thought of as conceptually independent of the uncertainties and 
advantages connected with deferred claims; that is, the uncertainties 
underlying the transactions and precautionary motives for holding 

"3 See especially his articles in the Economic Journal, 1937 and 1938. 

"4 Ibid., December, 1937, p. 667. 18 See above, pp. 275-76. 
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cash. In large part, the motives and actions connected with the latter 
will depend upon the institutional framework of an economy, financial 
habits, and so on. But shorter-run changes in the active and inactive 
demands for cash will depend upon such factors as the current and 
expected level of income, the propensity to consume, the rate of in- 
vestment, and the supply of money in the system.” 

Given the foregoing factors and their influences on the transactions 
and precautionary motives, we have an explanation of the advan- 
tages of holding cash—arising out of circumstances conceptually inde- 
pendent of comparisons with the advantages or disadvantages of hold- 
ing deferred claims. But the actual amounts of cash that individuals 
or firms may wish to hold will depend upon the alternative advantages 
to be obtained from holding deferred claims. As Mr. Keynes puts it, 
“the decision to hoard is not taken absolutely or without regard to the 
advantages offered for parting with liquidity—it results from a balanc- 
ing of advantage, and we have, therefore, to know what lies in the 
other scale.’’*? So long as the disadvantages of giving up cash are 
more than balanced by the advantages of holding some other asset, 
individuals and firms will seek to hold such assets.** 

In turn, the advantages of holding claims depend upon the terms 


*6 In discussing the active demand for cash, Mr. Keynes considers the effect of an 
increase in actual and planned activity on the part of entrepreneurs but fails to 
indicate the influence of an unexpected decrease in business activity (e.g. Econom- 
ic Journal, December, 1937, p. 667). The “crisis” phase of a cycle is usually marked 
by an intensified demand for cash. 

Similarly, Mr. Keynes describes the speculative demand for cash as arising out 
of a “bearish” sentiment only (e.g., General Theory, p. 170). But there may well bea 
demand for cash on the part of individuals who have a “‘bullish” sentiment. In any 
bullish market, when profits are realized from the sale of securities and are not em- 
ployed to purchase new issues, or for consumption purposes, but are used in pur- 
chasing old issues, additional sums of money are contained within the security mar- 
ket to support the larger turnover of securities at higher prices. (It should be 
noticed that the point, as made here, is somewhat different from that involved in the 
old question as to whether the stock market absorbs credit, or money.) 


11 General Theory, p. 174. 


8 For some individuals and firms, it may be a matter of balancing the advan- 
tages and disadvantages of holding a particular asset—with no thought of the dis- 
advantages of giving up cash. And that deferred claim, or combination of deferred 
claims, will be held, by an individual or firm, which seems to offer the greatest ad- 
vantage as compared with the holding of cash, or any other possible deferred claim 
or combination of claims; in equilibrium the advantages would be equal all round. 
On the other hand, individuals and firms demanding cash will attempt to obtain it 
on terms involving them in the least disadvantage. 
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characterizing claims—and perhaps the more important of these may 
be grouped under (1) marketability, (2) maturity length of the loan 
(or currency), (3) credit risks, and (4) costs and troubles involved. 
The latter three characteristics need no explanation, but a few remarks 
may be made in connection with the term “marketability.” In so far 
as the transactions and precautionary motives, at least, are concerned, 
an attempt to maintain a liquid position does not mean the holding of 
cash only. An individual or firm, in much the same fashion as a bank, 
will hold both cash and deferred claims which vary as to the length of 
time and the degree of capital intactness involved in realizing cash on 
them—that is, their marketability. (This notion is frequently term 
“liquidity,” but since this term is here being used as describing the ; 
individual’s position, the term “‘marketability”’ may be used to describe 
the characteristic in a loan instrument.) And there is no completely 
invariable scale of marketability into which assets may be fitted. The 
order will differ in different circumstances and phases of the cycle."® 

In the single-rate analysis, it is possible to consider all demands for 
cash as lumped together in a single demand curve, and the rate of 
interest follows directly from a knowledge of the liquidity preferences 
and supply of cash. There seems, however, to be no such simple 
analytical device that can be used to deal with the structure of rates. 
But a form of analysis does suggest itself. 

An analysis of the structure of interest rates must occupy itself 
preponderantly with the directions of supplies of and demands for 
cash. These can be followed with the aid of the ‘special determinants.”’ / 
Given a set of general determinants influencing the demand for cash, | 
the final amount of cash held and the rates of interest determined will / 
then depend on the actions taken with respect to opinions and expecta] 
tions concerning the special determinants—a multi-dimensional set o 
qualities.?° 

9 Cf. G. von Haberler, Prosperity and Depression (1937 ed.), p. 239. a 

2° This method of analysis would enable us to show both the effects of changes in 
the demand for cash and the variations in attitudes.toward the several deferred 
claims. We could trace the effects of changes in the demand for cash on attitudes ® 
toward particular deferred claims; or, changes in attitudes toward deferred claims 
as affecting the demand for cash. (The latter case is the same as Mr. Keynes’s @ 
speculative-motive influence; fear of capital loss increasing the demand for cash.) 
And, where changes in attitude toward one (or more) particular deferred claim (or 
claims) do not affect the demand for cash, we could trace its effects in adjustments ° 
in other deferred claims. This last, perhaps the most common phenomenon, would 
mean changes in the rates of interest on different claims because of factors other, 
than the demand for cash, or liquidity preference. 
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I 


E theoretical merits as well as the theoretical limitations of 
the infant-industry argument for tariffs have been made suffi- 
ciently clear in the discussions of economists. Opinion seems to 
be less settled with regard to the part which protection by tariffs or 
quotas has actually played in the process of world-industrialization 
during the last seventy or eighty years. There seems to be some incli- 
nation to overestimate the general historical role of infant-industry 
protection because in certain countries industrialization has undeniably 
been greatly helped by protectionist devices. It is the purpose of the 
following pages to contribute toward evaluating the general historical 
importance or unimportance of infant-industry protection by pointing 
to an experience which, in this connection, has not so far received the 
attention it deserves. We are referring to the industrialization of the 
Netherlands, which, until 1932, was developing virtually without tariff 
or quota protection,’ and this in the midst of an already highly protec- 
tionist world. To clarify what this experience can teach us with regard 
to the infant-industry argument, it will be necessary to start with a 
brief outline of Dutch foreign-trade policy during the past few decades. 
It is against the background of the long era of Dutch free-trade policy 
that the results of the simultaneous industrialization of the Nether- 
lands must be measured. 
Free-trade tradition is as old in the Netherlands as in Great Britain, 
‘although not older. During the seventeenth and eighteenth century 
Dutch commercial policy was already laissez faire in many respects, 
*but this was more a matter of expediency than of principle.? As in the 
In contrast to the British industrial development, since in Great Britain the 
*main structure of the country’s industrial system was already complete when 
free trade was adopted. 
2 To recognize this it is sufficient to remember such definitely anti-laissez faire 
traits as the monopolization of Dutch colonial trade by the great colonial trade 
companies (cf. D. Baasch, Hollaendische Wirtschaftsgeschichte (Jena, 1927], pp. 


365 ff.). 
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United Kingdom, the last remnants of mercantilist trade policy were 
removed in Holland in the middle of the nineteenth century. The 
Dutch nation made the definite turn to free trade when she had at last 
recovered from the aftereffects of the Napoleonic disturbances and 
felt strong enough to reconquer a good deal of her old importance in 
international trade with the weapon of free competition. Under the 
Tariff Law of 1862, on which Dutch trade policy was based up to 1924, 
the import of raw materials was entirely free. For a limited number 
of semifinished goods, duties up to a maximum of 3 per cent of the value 
of imports were levied. Some finished articles, but not foodstuffs and 
other articles of mass consumption, which were left duty free, were 
charged with duties not exceeding 5 per cent ad valorem. The duties 
were to be applied without any discrimination; preferential treatment 
of the Dutch East Indies was abolished. 

Most students of Dutch trade policy are of the opinion that the 
duties provided in the Tariff Law of 1862 were of a purely fiscal char- 
acter. This view has not remained undisputed; so competent an ob- 
server as G. M. Verrijn Stuart’ thinks the law could be called more 
correctly ‘‘a mixture of fiscalism and moderate protectionism.” The 
mere fact that the law differentiated between raw materials, semi- 
finished goods, and finished articles no doubt gives some support to 
the view that its aims were not purely fiscal. However, the protection- 
ist element implied in the Tariff of 1862 was so mild that it seems justi- 
fiable to refer to the period in which this law was in force as a free- 
trade era. 

From 1862 to the late 1920’s the policy of free trade encountered 
but one major challenge: the agricultural depression of the seventies 
and eighties. The rapid development of agricultural production in the 
still “free” lands of western North America increased the supply of 
cheap grains available for European markets on such an unprecedented 
scale that European agriculture was threatened with a complete rout.‘ 
The Netherlands were no exception, and the immediate effect was that 
Dutch farmers radically changed their views as to the desirability of 


maintaining free trade. They sent petition after petition to The Hague, * 


imploring the government to introduce import duties on agricultural 
products. But the government remained deaf to these demands. They 
3“Onze tariefwet op het hellend vlak,” Economisch-statistische Berichten, Sep- 
tember, 1931, p. 845. 
4 For an American presentation see E. G. Nourse, American Agriculture and the 
European Market (New York, 1924), pp. 18 ff. x 


a 
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believed that the crisis should be met by a rationalization of agricul- 
tural production, and they took energetic and successful measures in 
this direction. Not the slightest concession was made to the cry for 
protection.5 

After this storm was over, the free-trade tradition could develop un- 
disturbed. No Empire Free Trade movement of the Joseph Chamber- 
lain type has ever stirred up the country. A few attempts to give the 
1862 tariff a slightly more protectionist character were defeated by 
the Chamber. During World War I numerous measures restricting 
foreign trade were adopted—as was done in all neutral European coun- 
tries—only to be swiftly abolished when the war was over. During the 
free-trade period the Dutch government’s activity in regulating the 
country’s trade relations with foreign nations was naturally limited to 
the conclusion of most-favored-nation agreements. Like every country 
which has no tariff to use as a basis for bargaining, the Netherlands at 
that time had to stipulate reciprocal most-favored-nation treatment 
wherever possible, in order to protect their own exports against dis- 
crimination. From 1863 to 1930 most-favored-nation agreements were 
concluded with twenty countries. 

In 1924 the Tariff Law of 1862 was altered for the first time. Import 
duties for finished articles other than foodstuffs and articles of mass 
consumption were slightly raised, in most cases to 8 per cent. Raw 
materials remained free, and the small duties on some semifinished 
goods were not changed. All in all, the alterations introduced could 
not be regarded as, and in fact were not meant to be, a departure from 
free trade in principle. 

5’ The complete failure of the Europe-wide agricultural crisis of the eighties to 
bring about a change in the Netherlands’ free-trade policy, in sharp contrast to the 
case in Germany, is certainly one of the most remarkable facts in the history of inter- 
national trade during the past century. We must not forget that the Netherlands 
were never in a position to view a serious threat to their agriculture with equanimity 
, as Great Britain to a certain extent could afford to do. With respect to the impor- 
tance of agriculture to the domestic economy as a whole, the situation of the Nether- 
lands during the depression of the eighties was not materially different from Ger- 
* many’s. If, nevertheless, the effects of the crisis on the course of trade policy were 
so fundamentally different in the two countries, the reasons seem to lie in differences 
+ in their social structure. The groups specifically representing the interests of agri- 
culture had much more influence and power in Germany than in Holland. In Ger- 
many the wishes of the landed aristocracy were not easy to disregard. In the Nether- 
lands, on the other hand, the agrarian groups supporting the protectionist agitation 
during the crisis did not command sufficient prestige and influence to prevail. 
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II 


It was not until the world-crisis of 1931 that the free-trade tradition 
in the Netherlands received its first real shock. Even then the change 
was significantly different from the way other countries had turned 
from free trade to protection. Almost everywhere else the change 
meant that the majority of public opinion, or what was believed to be 
a true representation of this majority, at some definite moment had 
become convinced that free trade as a guiding principle should be re- 
placed by protectionist devices. This was true of Germany in 1879. 
It was also true of Britain in 1931. In the Netherlands, on the other 
hand, there was no dramatic reversal of majority opinion as to the 
principles of trade policy to be followed. As far as the principle was 
concerned, the most important voices in the Netherlands were still for 
free trade when the depression was already well under way. Restric- 
tion of imports was eventually resorted to as an emergency measure 
which was to be dropped as soon as the economic depression should be 
over,® and even so there was a general reluctance and hesitation in 
taking the step. That the measures adopted shared the fate of nearly 
all the countless “temporary emergency measures” which European 
countries had introduced during the great depression—to be main- 
tained when the emergency was gone—is another story. 

Whereas nearly all other nations had developed tariff protection to 
a high degree of perfection before resorting to quotas, Dutch protec- 
tionism made its first appearance in the form of import quotas and 
other quantitative import restrictions at a time when Dutch tariffs 
were still almost negligible. Shortly after Great Britain had abandoned 
the gold standard, the Dutch Chamber enacted a Crisis Import Law 
(“Crisis-Invoerwet’’), which authorized the government to introduce 
import quotas for a limited period of time by simple decree. The main 
purpose was to give the government a weapon which could aid in 

6 The government’s chief aims in introducing emergency restrictions in foreign¢e 
trade were to give agriculture a temporary shelter and to relieve the employment 
situation, which, as in other countries, had gone from bad to worse. In Dutch dis- 
cussions of that time it was pointed out that of all possible emergency measures to" 
. fight unemployment, tariff or quota protection, at least, had the advantage of being 
relatively simple to handle and of having its effects in the immediate future. For* 
quite some time this viewpoint prevailed in the reasoning of those advocating pro- 
tection. Since 1937, it is true, the amendments voted by the Chamber with respect | 
to the crisis laws, and the utterances accompanying them, had begun to reveal a 
somewhat more definitely protectionist spirit. 
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neutralizing the effects of foreign-currency depreciation on Dutch eco- 
nomic life; in its original form the law explicitly stated that the gov- 
ernment should make use of its new powers only to prevent “exces- 
sive” imports. Quotas were to be expressed in percentages of the av- 
erage value of imports from the countries in question during at least 
two preceding years. For the quotas that were actually introduced 
early in 1932 the average of 1930-31 was in most cases taken as a basis. 

Late in 1937 an amendment to the Crisis Import Law was put into 
effect which explicitly empowered the government to use the law to 
protect domestic production. Even now a semblance of the old laissez 
faire ideology was upheld by maintaining the proviso that “excessive 
imports”’ should be the criterion for the government’s decisions in im- 
posing import restrictions. It is true that it was left to the government 
to decide whether the import of a particular commodity was to be re- 
garded as excessive, and it seems that the criterion has sometimes been 
given a rather broad interpretation. At the end of 1937 quotas were 
in force for goods covering 242 statistical positions in the official for- 
eign-commerce reports.’ The value of imported goods falling under 
quota restrictions, expressed as a percentage of the value of all im- 
ported goods, had developed as tabulated :* 


Fake Pee 7.4 SE ee 17.0 
ee ee 11.4 Pera 14.8 
ae 15.5 0 ee 15.0 
|. SSDS Arenas 16.5 


Of finished or almost finished articles imported in 1938, 23.8 per 
cent were under quota regulations. The protectionist effect of the 
Dutch quotas can be measured to a certain extent with the aid of 
Dutch official statistics, which for some years had published a whole- 
sale price index (1926-30 = 100) for articles imported under quota re- 


7In 1936 quota restrictions were in force for the import of bituminous coal, 
fertilizers, tubes, cement, spikes, textiles, leather articles, shoes, ceramics, electrical 
articles, and furniture. In a few cases the government tried to bring about the 
effects usually expected from quotas in a more indirect way, namely, by ordering 
_ that a definite proportion of domestic raw material be used in the production of cer- 
tain articles. Thus it was provided that 35 per cent of wheat used in wheat products 
for human consumption be of domestic production. Analogous percentages, which 
were changed several times, were prescribed for the use of homemade butter in the 
production of margarine. 


8 Ec isch-statistische Berichten, November 1, 1939, P. 12. 
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strictions and a similar index for quota-free articles.» We give the two 
series in Table 1, adding a percentage ratio which indicates from year 
to year the divergence between the two price levels. 

Assuming that the protectionist effect of quotas shows itself mostly 
in prices and that aside from quotas the two classes of goods would 
have had similar price trends—and the burden of proof would lie 
on those maintaining that these assumptions are unreasonable—it 
seems legitimate to conclude, from the insignificance of the discrepancy 











TABLE 1 
(3) 
(1) (2) : 
Prices of Prices of Ratio of 
Quota-Free | Commodities (3) r (x) 
Commodities | under Quotas Gn Per- 
centages) 
See 71.8 72.2 100.6 
Etat: 64.6 68.2 105.6 
ee 62.3 64.7 103.9 
SSS 57.2 62.6 109.4 
1936.. 62.1 62.8 101.1 
Botviipeaa 72.8 76.3 104.8 
tnt - 69.9 72.2 103.3 














between the two indices, that the protectionist effect of the quotas 
cannot have been considerable. This probably remains true even when 
we make allowance for some possible bias in accepting the index num- 
bers in Table 1 as indicators of the protectionist effect. 

As for tariffs, one of the first inroads into the old system was made 
by the duty on sugar, introduced in 1930, in order to remove the com- 
petitive disadvantage which handicapped the domestic sugar industry 
as a consequence of the domestic sugar tax. The next important step 
was taken in 1934, when a new tariff bill was made provisionally effec- 
tive as of July 1. Its main content was an all-round increase in the. 
duties on finished products to between 10 and 12 per cent of the import 
value. Some duties on semifinished goods were raised from 3 to 6 per 
cent, whereas raw materials remained duty free. In the spring of 1939 
a revision of the 1934 tariff was adopted which carried Dutch autono-, 
mous import duties to the levels that existed when the present war 

* See W. Lichtenauer, “Over contingenteering,” Economisch-statistische Berichten, _ 
November 18 and 25, 1936; see also Jaarcijfers, 1936-39. The computation 
of these group indices deserves attention as one of the few (the only?) existing ap- 
proaches to statistical measurement of the effects of import quotas. é 
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broke out. A number of industrial products—mostly finished articles— 
which accounted for about 13 per cent of total imports, were subject 
to increased duties. Compared with the 1934 tariff, the increase in rate 
on the whole was as follows: duties of 3 per cent were raised to 6 per 
cent; those of 6 per cent were raised to ro per cent; 8 per cent to 12 
per cent; 10 per cent to 15 per cent; and those of 12 per cent to 18-20 


per cent. 
New commercial treaties were generally concluded on a most- 


favored-nation basis, as far as stipulations about duties were con- 
cerned. It is true that during the early thirties Holland, like many 
other countries, made some attempts to promote the formation of 
regional “trade blocs.” But in this she was even less successful than 
countries like Austria or Hungary, who managed at least to obtain 
from their most-favored-nation-treaty partners the tacit consent to 
one regional agreement (Austria-Hungary-Italy, spring, 1934).'° 
Summing up, it might be said that, notwithstanding the great dis- 
parity between the tariffs of 1862 and 1939, the Netherlands up to 
the present had done much less in the way of autonomous tariff pro- 


*° The Netherlands in 1930 concluded the treaty of Oslo (with Belgium-Luxem- 
burg, Denmark, Norway, and Sweden), which has been called an armistice in the 
tariff war, although it was not even that. If military phraseology is to be used, the 
Oslo convention can best be called an agreement in which five nations, “belligerent” 
in the tariff war which everyone was waging against everyone else, promised to 
inform each other before using a new weapon. The contracting parties undertook 
to notify each other of all intended increases in tariffs as well as the intended intro- 
duction of a new tariff. The partners thus informed would have a right to raise ob- 
jections and to suggest changes in the contemplated measures. However, the coun- 
try which wanted to adopt the measures would be free to disregard these objections 
or suggestions and to put the measures into operation within a short time and with- 
out any further formality. Some attempts had been made—mostly on Dutch initia- 
tive—to bring the Oslo countries into closer commercial relations, but these at- 
tempts did not meet with substantial success, and in 1938 the treaty expired without 
renewal. It is highly characteristic of the desperate state of affairs in foreign-trade 

‘relations and foreign-trade policy in Europe during the early thirties that the con- 
clusion of so timid an agreement should have been hailed as a very promising step 
foward freer trade. 

The treaty of Ouchy, concluded between the Netherlands and Belgium-Luxem- 
burg in 1932, could have been of greater importance if it had been allowed to come 

‘into force. Here the contracting parties undertook gradually to reduce their import 
duties in relation to each other by a definite percentage from period to period. For- 
-mally, it was an open-door treaty, since it provided that any country willing to 
assume the same obligation could join it. Nevertheless, it was an unmistakable 
step toward reciprocity, and several outsiders, in particular the British government, 
protested against the new agreement on the ground of existing most-favored-nation 
treaties. The result of these protests was that the treaty could not enter into effect- 
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tection than other nations. Even the 1939 tariff, while no doubt going 
far beyond the scope of a purely fiscal device, cannot be compared to 
the formidable and elaborate tariff systems which other nations had 
built up. Considering, in addition to this, the already mentioned fact 
that the effects of the quota system, too, had been milder in Holland 
than in other countries that had adopted the system, it is safe to say 
that the Dutch, who were the last nation to abandon free trade, even 
afterwards had remained closer to liberalism in their foreign-trade pol- 
icy than any other nation." 
Ill 

Three periods may be distinguished in the attitude of the Dutch 
governments in matters of industrial development: the period of mer- 
cantilistic government aid (middle of the seventeenth to middle of the 
nineteenth century); the period of almost complete lack of any active 
government policy in the matter (from 1862 to 1932); the period of 
slowly growing protection by various government devices (from 1932 
to 1939). Now it is remarkable that the impressive degree of industrial- 
ization which at present characterizes the country” is almost entirely 


*t A more complete survey of Dutch trade policy during the inter-war period 
would have to include an account of the clearing agreements which the Nether- 
lands had concluded since 1931 and of the economic effects of these agreements. 
For the problem we are discussing, however, these effects are of relatively minor 
importance, and we shall therefore pass them by here. 

2 The rather widespread belief that Dutch economic life, apart from commerce, 
transportation, and finance, is all pastures, windmills, and tulip gardens, was true 
during the greater part of the past century but is clearly out of accord with the facts 
today. The following table shows in percentages the distribution, by occupations, 
of the gainfully employed population in the Netherlands and in some countries gen- 
erally known as “industrialized.” 








Nether-| Ger- | France| Japan | United 
Census of lands | many States 
(1930) | (1933) | (1931) | (1930) | (1930) 





iculture, forestry, and fishing....| 20.5 28.8 38.7 49.6 22.0 
ining and industry 390.3 40.6 35.1 22.0 35.2 
Commerce and transportation 23.4 18.4 16.5 18.9 27.4 
Publicservices (including armed forces 
and liberal professions) 9.2 8.3 


, 3 6.9 9.2 
Home and personal services 7.6 3.9 4 


2.6 6.2 




















9 
3 
100.0 | 100.0 | 100.0 | 100.0 | 100.0 





Source: Statistisches Jahrbuch fuer das Deutsche Reich (1937), p. 38. 


The belief mentioned above is parallel to the equally widespread error that the 
Swiss are a nation of shepherds and innkeepers, with industry being limited to some 
special manufactures such as watch-making. In reality, Switzerland today is oner 
of the most highly industrialized countries in the world. 
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a product of the second period—the period of governmental aloofness. 
The first period contributed almost nothing, in striking contrast to 
what is true of other European nations during the mercantilist era, 
and the contribution of the third period was very small. During the 
first period, especially under King William I, efforts were, in fact, made 
to “‘encourage”’ the establishment of industries in the country," but 
those efforts were not successful.'* With the exception perhaps of dia- 
mond-cutting, whose origins can be traced far back, it was the free- 
trade era which witnessed the foundation as well as the quiet and 
steady growth of the more important Dutch industries. Cotton-weav- 
ing, tanning, tobacco-manufacturing, soap production, butter-making 
and cheese-making, and ship-building developed during the decades 
prior to World War I. In the World War I years some other indus- 
tries—paper, chemicals and dyestuffs, tin-refining, wire-making, cable- 
making, paint, oil products—passed through the “‘infant’’ stage, and 
during the subsequent free-trade years they outgrew this stage without 
any help. In the years of mild protection only slight additions were 
made to an industrial structure which was already more or less com- 
plete. 

For the twenty-year period 1918-38, thanks to more complete statis- 
tical information, this general picture of a modern country industrializ- 
ing itself independent of any infant-industry protection can be given 
in greater detail. 

The indices in Table 2 show the development, for the period 1923- 
37, of Dutch industrial activity and of the proportion in which this 
activity was devoted to the supply of domestic and of foreign markets, 
respectively (1925-27 = 100). 

For the index of total industrial production, the upward trend is 
more marked during the upswing of 1923-30 than during the recovery 
period of 1932-37. This is sufficiently explained by the fact that export 
difficulties were immensely greater during the thirties than during the 

*3 Thus commercial treaties were concluded with the specific purpose of opening 
the East Indian market to a domestic textile industry yet to be created. 

«4 “Whereas his [the king’s] policy of ‘initial ignition’ was partially successful in 
the field of transportation [the king has left himself a monument by promoting the 
* construction of various waterways which have been highly important up to this day], 
and whereas in the field of financial institutions were founded which have preserved 
, their importance until now, no success followed the attempts to create an industry 

able to work efficiently and to compete in the international field” (G. M. Verrijn- 
Stuart, Die Industriepolitik der niederlaendischen Regierung [Jena, 1936], p. 7 [trans. 
.from the original German)). 
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twenties. The sharp decline since 1929 of the index of foreign sales 
of manufactured articles is quite in accordance with the general ex- 
perience during the great depression. The fact that, notwithstanding 
the heavy and lasting losses in foreign markets, the index of total in- 
dustrial production was able to resume its upward trend in 1932 and 











TABLE 2 
Foreign Sales 
(Including 
Sales to Domestic Domestic 
Index of Colonies) of Sales of Sales of 
Industrial Industrial Dutch Pro- | Dutch Con- 
Production* Enterprises ducers’ sumers’ 
(Index of Articlest Articlest 
Physical 
Volume)t 
BOSS... ....... 79 74 64 84 
ee ee 88 890 78 87 
1925. 95 98 92 97 
I Sidra kx ob 99 98 98 99 
ee 105 104 III 105 
1928. 121 III 140 113 
a 127 125 166 120 
1930. 130 102 165 126 
1931. 122 76 143 123 
1932. 107 48 113 124 
1933. 116 41 132 143 
ee 118 39 153 145 
1935. 115 38 143 151 
IE ie pinion 116 47 161 159 
1937. 131 69 197 168 

















* Original balls. I IRE iI00. For details of the ye of the index see 
. Tinbergen, “Prjsdisp aot en handelsbeweging,’’ De Nederlandsche Conjunctwur, 
pe hes 1936, PRs 10 ff., D. Derksen, “Indices van de industrieele productie van 

e Neduslondechs Conjunctuur, February, eat ea Pp. 45. 
rand index numbers (cf. De Nederlandsche Conjw 
March, 1934, and February, 1939) relate only to a> “3 whi the Centraal 
Bureau voor de Statistiek —— production data. However, since industries 
cover by far the largest part of Dutch industrial production, the index numbers are 
fairly representative. 


September, 1031, 


to surpass the 1930 peak in 1937—in other words, that Dutch industry 
was able to make good the loss of foreign outlets by a more than com; 
pensating increase in its sales at home—is certainly a remarkable 
achievement for a country as small as the Netherlands. Even more re~ 
markable, however, is the fact that protection had played a relatively 
insignificant part in this achievement. Contrary to what one might ex-, 
pect, the rate of increase in sales of industrial products on the domestic 
markets was greater during the years when these markets were still 
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wide open to foreign competition (1923-31) than during the period of 
mild protection (1932-37). 

The impression thus obtained is reinforced by another observation. 
In the domestic consumption of several important articles, the propor- 
tion of domestic to imported products was rising through all of the 
inter-war period, but with only a few exceptions the greater-part of 
this relative increase took place before 1932. Thus domestic produc- 
tion supplied 45 per cent of total consumption of cycles in 1923, 98 per 
cent in 1933, and 99 per cent in 1938. For printing and writing paper 
the corresponding figures were 35 per cent in 1923, 84 per cent in 1933, 
and 78 per cent in 1938. It should be added that the absolute and rela- 
tive increase in the sales of domestic producers on the local markets 
took place within an expanding frame of total domestic consumption, 
whereas in some other countries, e.g., in Hungary and in the Balkan 
countries, such industrial expansion as did come about merely meant 
a shift within a stationary volume of domestic consumption. Taking 
domestic consumption (the sum of domestic deliveries plus imports) 
as a total, it might be said that in the Netherlands the consumption of 
articles made at home took an increasing share in an increasing total, 
whereas in most of the small countries, where heavy protection aided 
industrialization during the inter-war period, the consumption of home- 
made industrial products took an increasing share in a stationary or 
declining total. 

All in all, the recent history of Holland’s industrialization is an im- 
pressive warning against exaggerated ideas about the part which in- 
fant-industry protection has played in the history of industrialism. 
The lesson of the Dutch experience in this respect is perhaps not so 
startling with regard to the pre-World War I period, when Dutch in- 
dustry still had large export possibilities. For a small country the ex- 
istence of large foreign outlets for manufactured articles will always 
rank first among the factors favorable to industrialization, and it may 
be argued that the relative unimportance of protectionist measures for 
small countries still possessing such outlets needed no verification. 
There remains, however, the question of the role which protection has 
played in the industrial development of countries which, owing to huge 
trade barriers abroad, could no longer count on exporting an addi- 
tional output. And here the Dutch inter-war experience shows that 
there are countries where even under such conditions the impetus of 
free economic evolution was sufficient to bring about a rapid and lasting 
expansion of industrial production on highly diversified lines. 
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The Economic Causes of War. By LIonEt Rospins. New York: Mac- 
millan Co., 1940. Pp. 124. $1.35. 

“The causes of war are known and accepted by a wide group of 
thoughtful students,’’ wrote Robert S. Lynd in Knowledge for What? 
(1939). War “‘is directly and continuously encouraged by one cultural 
form, imperialism, based upon another cultural form, capitalism.” The 
trouble with such an explanation is not that it lacks logical consistency 
or prima facie plausibility but simply that it fails to correspond with 
the facts. When the different variants of the capitalism-imperialism 
explanation of war are treated as hypotheses and subjected to tests 
for their scientific validity, they prove untenable. Usually, however, 
they have not been treated as hypotheses to be verified but as dogmas 
to be expounded and illustrated, and in this form they have done an 
inordinate amount of damage to the thinking of many intelligent and 
socially minded people on the most important problem of our time— 
the problem of war. 

Because of the misleading influence which inaccurate analysis of the 
type mentioned can have upon thought and action, the clear-thinking 
little volume by Professor Robbins has an importance out of all pro- 
portion to its bulk. Prepared originally as a series of lectures at the 
Institute of Graduate International Studies in Geneva, it is an admi- 
rable example of cool, dispassionate, scientific inquiry combined with 
lucid exposition. The arguments with which Professor Robbins dis- 
agrees are not caricatured or distorted. They are presented with scru- 
pulous fairness, and their strongest, not their weakest, forms are sub- 
jected to the test of verification. . 

The book is more, however, than a critique of the Marxian theory 
of imperialism and war. It explores the role of economic factors in the 
competition for national power, discusses the causes of economic na- 
tionalism, states some of the ways in which economic factors really do 
enter into the causes of war, and concludes with an appendix on “‘ The 
Meaning of Economic Causation.” 

The ultimate condition which gives rise to clashes of national eco- 
nomic interest that may lead to war is, in Robbins’ view, the existence 


* 
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of independent national sovereignties. ‘Not capitalism, but the an- 
archic political organization of the world is the root disease of our 
civilization” (p. 99). Not class interests in the Marxian sense but the 
interests of functional groups in general give rise to restrictionist prac- 
tices which contribute to the causation of war (p. 94). “There is no 
reason to suppose that the coming of national socialism all round 
would diminish the economic causes of war,” for under socialism or 
capitalism, “if geographical groups have uncontrolled powers of re- 
striction and exclusion, if there is no framework of law limiting the 
actions of independent states, then a state of affairs exists in which 
the abuse of these powers is probable,” and economic policies are 
adopted which ultimately tend to promote war (pp. 98 and ror). Pro- 
fessor Robbins recommends working toward a federal organization, 
“not a mere confederation of sovereign states, such as was the League 
of Nations, but a genuine federation.”’ It cannot be world-wide at 
once, but a federation of Europe is a reasonable goal; and Robbins 
would favor a federation of Atlantic democracies such as suggested by 
Clarence Streit, if the United States public would accept it—which he 
thinks unlikely (pp. 104-7). 

Whether you agree with Robbins’ general views on economic policy 
or not (and the reviewer frequently does not), read these lectures. 
They deserve a high recommendation to economists and nontechnical 
readers alike and should be useful in college courses. 


EUGENE STALEY 
Fletcher School of Law and Diplomacy 


Wartime Control of Prices. By Cuartes O. Harpy. Washington: 

Brookings Institution, 1940. Pp. x+216. $1.00. 

This book is a report to the public on an investigation of price con- 
trol requested by the War Department and based in large part on files 
covering price-control experience in World War I. It is written in a 
clear and simple style and is provided with a very readable and well- 
arranged summary in advance (pp. 1-17). It offers a very useful brief 
handbook to price-control problems and, in particular, an antitode to 
the “price-ceiling”’ notions which seem dangerously popular just now. 
_ The great defect of the book is that its narrow scope—resulting, 
one infers, from the terms of reference of the War Department’s com- 
mission to the author—defeats the expectations that might be based 
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both upon the title and upon the author’s obvious qualifications for a 
really sweeping study. Both in its analytical and in its historical sec- 
tions, the book limits itself almost entirely to control of prices one at 
a time. Monetary and fiscal problems are dealt with all too briefly in 
chapter ii (pp. 31-45). Furthermore, except for passing references, the 
book seems to follow the line of the heresy underlying the organization 
of the Defense Commission and its kaleidoscopic successor bodies— 
that there is a price problem and a problem of priorities and rationing 
but that the two must upon no account be seen as a whole! 


ALBERT GAILORD HART 
Iowa State College 


The Taxation of War Wealth. By J. R. Hicks, U. K. Hicks, and L. 
Rostas. New York: Oxford University Press, 1941. Pp. x+304. 
$3.50. 

This study by a group of economists at the University of Man- 
chester is partly descriptive, partly theoretical. The descriptive ma- 
terials occupying approximately half of the book deal with the British 
Excess Profits Duty of World War I and the Excess Profits Tax of 
1939 and American, continental European, and British dominion ex- 
periments with war taxes and capital levies during World Wars I and 
II. Special attention is devoted to the principal European capital lev- 
ies. Teachers of public finance will find these descriptive summaries 
of the experiences of the last war extremely useful. 

The economic theorist and the student of war economics will be 
particularly interested in the theoretical discussion. The authors point 
out that the emergence of war wealth and its taxation arises out of the 
fact that a country at war continues to rely to some extent on the mar- 
ket mechanism. The authors favor this policy, particularly in the early 
phases of the war, as a means of securing maximum economy in the “ 
use of resources. It is then the task of taxation and borrowing to pre- 
vent these extra rewards from bringing about dangerous inflation. ’ 
They draw attention repeatedly to the unpopular fact that rising real 
wages are more likely to bring on uncontrolled inflation than rising ~ 
profits. Government can easily force profiteers to subscribe to govern- 
ment loans and can tax them heavily after the war. It is more diffi- * 
cult to handle labor. “The profiteer is of more use as a collector of 
funds for the government than the wage-earner”’ (p. 15). 
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In their discussion of excess profits taxation the authors conclude 
that the European World War I practice of taxing war profits is defi- 
nitely sounder than the American, Canadian, and Australian practice 
of taxing high profits. They believe that the rate can be pushed up to 
70 or 80 per cent but that it is a mistake to push it to the present Brit- 
ish 100 per cent level. Such a rate, in their judgment, decreases effi- 
ciency, induces waste, reduces the resistance to excessive wage de- 
mands on the part of labor, and thus makes for inflation. Their recom- 
mendation is that the present British excess profits tax be reduced to 
80 per cent as a maximum, that a part of the balance of profits above 
this amount be blocked with a possibility of releasing it after the war 
to soften the impact of post-war adjustments, that an excess income 
tax on individuals be introduced to supplement profits tax on com- 
panies, and, finally, that a recurring property tax be introduced at the 
close of the war. 

The authors regard the case for the capital levy as more emotional 
than economic. If used at all, it should be after rather than during 
hostilities. During hostilities it is “very nearly as inflationary as... . 
direct borrowing” (p..195). As a post-war measure it tends to be de- 
flationary, owing to forced liquidation of assets unacceptable in pay- 
ment of the levy or to the fact that it strips levy-payers of assets useful 
as collateral for loans. To avoid this deflationary effect, government 
would have to extend payments of the levy over a long period of time. 
This gradualness, however, weakens the case for the levy as an alterna- 
tive to highly progressive income and death taxes from the point of 
view both of equity and of productivity. The authors conclude that a 
levy would be justified only if the national decision was in favor of a 
massive reduction of the debt at the termination of hostilities. Since 
they do not favor debt reduction, their final conclusion is unfavorable 
to the capital levy. At the same time they recognize that the burden 
of the debt immediately following the war would be very difficult to 
‘ bear. The recurring capital tax is their substitute proposal. They 
claim that it would permit a reduction of the high rates of the income 
‘ tax and prove less restricting on the incentive to invest than would 
the collection of the same amount of funds through the continuation 
~ of the high rates of the income tax. 

American readers can only hope that the British treasury would be 
* more successful with this tax than the American states have been with 
the general property tax. Many of them will also be skeptical of the 
- argument that debt reduction is necessarily deflationary. Our own 
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massive debt reduction during the twenties is proof that debt reduc- 
tion can be inflationary. It all depends upon the character of the rev- 
enue system at the time and the state of entrepreneurial expectations. 


Joun V. VAN SICKLE 
Vanderbilt University 


Ways and Means of War. By GEOFFREY CROWTHER. New York: Ox- 
ford University Press, 1940. Pp. vit+184. $1.25. 

The editor of the Economist brings together in this little book the 
substance of two pamphlets which he wrote for the Oxford “‘ World 
Affairs” series. The first, called The Sinews of War, dealt with ques- 
tions of man power and raw-material supply, while the second, called 
Paying for the War, discussed the financial problem of Britain in war- 
time. Some new material was added in making the book, and certain 
chapters had to be re-written in final proof when the collapse of France 
altered the original assumptions. The book is not offered as a piece of 
original research for the specialist. It is “an attempt to make matters 
clear for the ordinary citizen,” and this Mr. Crowther does in his usual 
lucid way. In fact, he does such a good job that the specialist, too, will 
find the book useful, especially if he is engaged in teaching. The chap- 
ters explaining how blockade lessens the effectiveness of the German 
productive system and how ability to trade overseas economizes Brit- 
ish man power are extraordinarily good. The factual data on compara- 
tive war potential have been rendered obsolete by German conquest 
in the Balkans and by the attack on Russia, but the analysis is still 


worth reading. 
EUGENE STALEY 


Fletcher School of Law and Diplomacy 


Government and Agriculture: The Growth of Federal Farm Aid. By‘ 
Donatp C. BLaIspELL. New York: Farrar & Rinehart, Inc., 1940. 
Pp. xiii+-217. $1.00. ; 
This little book will be welcomed by a large number of people who _ 

have failed to keep abreast of the many phases of, and many changes 

in, the purposes, organization, and accomplishments of the govern- 
ment in its eight years of effort to rescue the farmer from the disasters ~ 
of the depression of 1929 and his inability to hold his own during the 
depression. For this task the author has had unusual preparation, hav- 
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ing worked for four consecutive years as executive secretary to M. L. 
Wilson. As the editor of the series to which this book belongs, Dr. 
Phillips Bradley remarks in the Foreword: “Dr. Blaisdell has written 
from the ‘inside,’ but with a fine sense of detachment, the first com- 
prehensive account of the Department of Agriculture as a continuing 
force in American life today.’’ While this may not be an overstate- 
ment, the reader will recognize throughout the book that the author is 
writing of a plan which he considers excellent and wise in nearly all 
respects. It must be taken as a faithful account by a distinctly friendly 
critic. Such an appraisal is commendable and, moreover, needed. If 
others find occasion for an account of a differing character, it is their 
privilege, perhaps duty, to make it. 

The merit of this book is not primarily based on the doctrinaire 
views of the author. It is rather an account of actual operations and 
results. For example, the reader will be neither helped nor hindered by 
the trite declaration, by both author and editor, that “‘agriculture is the 
basic industry of the United States.’’ Had they more modestly, and ac- 
curately, referred to it as a basic industry, the story of the New Deal as 
here presented would appear in just as strong light as it now does with 
this overdone designation of the place occupied by agriculture. 

Again, not much damage is done by the more than doubtful state- 
ment that the farmer is impelled to “produce more bulk of product 
when prices are down than when they are up.” At least he doesn’t do it; 
though, of course, he would if nothing were involved beyond working 
harder and inducing his family to do the same. One must be convinced 
of the truth of this deductive belief, that low prices promote greater 
output, before he attempts to prove it statistically. There are, no 
doubt, some instances in which it is true. 

To say that farmers ‘‘contribute” 7 to 10 per cent to the national 
income is a curious way of stating that they “receive” 10 per cent or 
less of the national income. Somebody is likely to conclude that since 
’ they contribute but that amount they must receive all they are en- 
titled to. The fact is that they contribute to the welfare of society out 
‘ of all proportion to what they, themselves, can get on the basis of 
obtainable prices. 

The attempt to clear the New Deal of any serious responsibility 
respecting the loss of foreign trade, as, for example, in cotton and 
* wheat, is not convincing. 

The constant and basic use of the word “fair’’ as a gauge and meas- 
ure of the shares which farmers should receive for their work and serv- 
ices is in accordance with a vast amount of writing, not only by well- 
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wishers but by some economists. There are but a few troubles with 
“fairness” —it is neither tangible nor exact and is likely to change the 
instant it is attained. When it is recognized that a “‘fair price’’ is to be 
achieved only under authority and that therefore it may appear in the 
findings of the last, ultimate authority, it will be used less loosely than 
is now the custom. 

As a final touch concerning the author’s doctrine, mention must be 
made of the explanation of the enlarged loans made by the Federal 
Land Bank and the ““Commissioner,’’ together reaching 75 per cent of 
the value of the farms, or farm property. For these unusual loans it is 
solemnly stated that ‘‘normal value was fixed by the law as the stand- 
ard for appraising land offered as security.” 

The assertion that the response of Congress in the way of laws de- 
manded by farmers during the past decade “justifies the statement 
that the response of government to agriculture is a response to organ- 
ized agriculture’’ contains a good deal of truth; but a study of the 
McNary-Haugen bill in all its ups and downs during the 1920’s would 
hardly support the view that organized agriculture was the main force 
back of the general uprising of farmers since the first World War. 
Sure enough, the organizations came to the rescue of the McNary- 
Haugen bill and have had, a few of them, much influence with the 
New Deal legislation and administration, but even so it is lack of 
consistent, co-ordinated farmer organization, now all too evident, 
that threatens the consummation of a farm program such as is likely 
to be needed before a “fair” balance is reached and made measurably 
secure for the farmers of the next few decades. What we have had is 
a splendid demonstration of the potential power of the farmers, mani- 
fested in a political revolt rather than a demonstration of the power 
of “‘organized”’ farmers. 

The author and his book are at their best in presenting a picture, not 
hard to see and understand, of the whole setup of the relations of the 
farmer to the government in the many ways devised and designed to - 
help the farmers to a better life. The chapters on ‘““Government Re- 
sponds to Agriculture,” ‘Soil Conservation,” ““The Furtherance of - 
Farm Security,” and ‘Democracy in the Farm Program” leave the 
reader with the belief that they were written by a man who has been 
close to the work of making and administering these important plans. 
The comprehensiveness and co-ordination of the book, together with « 
its simple, clear treatment, make it worth reading. 

B. H. HrpparpD 
University of Wisconsin 
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The World Agricultural Situation in 1938-39. By INTERNATIONAL In- 
STITUTE OF AGRICULTURE. Rome, 1940. Pp. vi+373. L. 25. 
Being in its main body more a survey of events and facts than an 

appraisal, this issue of the yearbook of the international agricultural 
situation would hardly deserve special review if it did not contain sev- 
eral chapters which analyze and interpret economic developments in 
the world. The fact that it deals with the last year of a period of 
twenty-one years of peace adds to the significance of the volume. 

In the present volume, covering the crop year ending in June, 1939, 
Dr. George Pavlovsky, as the chief of the Institute’s Bureau of Eco- 
nomic and Social Studies, contributed four chapters dealing with the 
general economic situation, international economic relations, the sup- 
ply of agricultural products, and agricultural prices and returns. A 
chapter on world-trade in agricultural products has Cyril Peering as its. 
author. Finally, a chapter on agricultural policies in twenty-nine coun- 
tries is a symposium by twenty-nine other authors, edited by Hugo 
Boker. 

Dr. Pavlovsky reviews with candor the growing international ten- 
sion, which ultimately “resolved itself, in September 1939, in the out- 
break of war ” He ascribes the progressive dissolution of the 
world-market to the extension of national planning, to the growing 
subordination of purely economic motives in planning and control to 
noneconomic considerations, and to autarchic policies and unprece- 
dented development of the activity of governments in planning, con- 
trolling, and supporting agriculture. The author considers the United 
States as the center of the generation of cyclic movements in world- 
economy and arrives at interesting and challenging conclusions about 
the responsibilities involved. 

According to him, the New Deal policy of continuous intervention 
and limitation of free competition has weakened the intimate connec- 
tion between the country’s own economic life and that of the rest of the 
world. The world cannot help but feel the impact of the movements of 
the enormous bulk of the American economy—movements that are 
‘now the result of deliberate government intervention. Owing to the 
arbitrary element, 
the economic fluctuations generated in the United States not only change in 
amplitude and duration but also lose their capacity of automatically finding 
a position of equilibrium The movements generated in world economy 
by the changes taking place in the United States thus tend to acquire the 
character rather of reactions to sudden shocks than of cyclic fluctuations. 











BOOK REVIEWS 299 


It seems to be the author’s assumption that an integrated world- 
economy, based on competition, is inseparable from cyclical move- 
ments; hence his complaint that immediate deliberate government ac- 
tion against every change in economic conditions destroys the cyclical 
fluctuations. He seems to imply that the transition from a competitive 
free economy to another form is an accomplished fact. 

In surveying the world’s agricultural situation as one which suffers 
from an abundance of supplies and depressed prices, Mr. Pavlovsky 
states that the final economic preparation for war did not involve any 
spectacular changes in agricultural organization and policy, because 
military considerations had largely dictated planning and governmen- 
tal control applied to agriculture ever since the World War of 1914-18. 
This is a confirmation of the reviewer’s conviction, held for many years 
against vigorous denial and opposition, that the thought of military 
preparedness was one of the major joint motives behind European 
agricultural policy. 

Among the developments in international trade, the survey reveals 
how Germany succeeded up to 1938 in boosting its foreign trade with 
the countries of southeastern Europe to a multiple of the volume in 
1929 and in defeating thereby the British campaign toward expansion 
of trade with those countries. 

Reports on agricultural policies in individual countries, constituting 
more than half the book, are very unequal as to materials presented 
and summaries given. 

Yet, with Pavlovsky’s world-wide economic survey written on the 
eve of another world war, the volume is a more interesting document 
than preceding ones in the series. In the meantime the International 
Institute of Agriculture finds itself in the midst of an embattled coun- 
try. The future will show whether its former independence of thought, 
still prevailing in the present volume, can be maintained under war 
conditions in the sticky atmosphere of a political tyranny. 

Kart BRANDT 
Food Research Institute 
Stanford University 


Economics of Socialism. By H. D. Dickinson. New York: Oxford 
University Press, 1939. Pp. x+-262. $3.25. 
Dr. Dickinson’s book is the most recent contribution to the discus- 
sion which was started by Professor Mises’ denial of the possibility of 
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pricing factors of production under socialism. It contains the most 
systematic and detailed exposition available of the economic problems 
of a socialist society. This and the great clarity of exposition should 
make it a standard text in classes on socialism. The book’s usefulness 
as a text is increased by an extensive bibliography attached to it as 
well as by the fact that the discussion of the various problems of a 
socialist economy is combined with a careful and lucid explanation of 
the underlying economic concepts and principles. Thus the book pro- 
vides not only an introduction to the economics of socialism but an 
introduction into the general principles of economics as well. This 
makes it accessible to the reader and student whose general knowledge 
of economic theory is rather scanty. 

The approach is in terms of the principles of Pigovian welfare eco- 
nomics which are applied in a socialist society by means of a price sys- 
tem reflecting consumers’ preferences and the relative scarcity of fac- 
tors of production. In addition, however, the socialist economy con- 
tains certain elements which are “arbitrary” from the point of view of 
the preferences of individual consumers and are decided collectively by 
the agencies of the community. These are chiefly the division between 
communal and individual consumption, the determination of the rate 
of capital accumulation, and the delimitation between work and lei- 
sure. The distribution of incomes is to aim at equality modified by the 
necessity of achieving an optimum (in terms of consumers’ preferences 
and of the preferences for particular kinds of work) allocation of labor 
on the basis of free choice of occupation. The criticism of Professor 
Mises and his school is the same as that made by the present reviewer 
and a number of others. Like the present reviewer, Dr. Dickinson 
points out that a system of equilibrium prices under socialism can be 
obtained by mere trial and error, though the number of trials can be 
reduced considerably by a knowledge of statistically derived demand 
and supply functions. It is in the sphere of reducing the number of 
trials as well as in the field of the “arbitrary” elements mentioned 
above that planning finds a place. Thus planning is conceived not as 
rival but as complementary to the price system (cf. p. 220). 

The reviewer finds himself in complete agreement with all the funda- 
mental points made in the book. In consequence, he has not much of 
criticism to offer. It seems, however, that the treatment of a number of 
questions might be improved considerably. 

Thus although Dr. Dickinson, in conformity with modern welfare 
economics, accepts the marginal cost principle as a proper basis for 
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pricing under socialism, he is not always consistent in its application. 
For instance, he wants public utilities to charge a two-part tariff, one 
part of which would cover capital costs and the other operating costs 
(pp. 155-56). The concern for the coverage of average costs crops up 
in several parts of the book. On page 219 we read with regard to the 
managers of socialized enterprises that ‘‘although the making of profit 
is not necessarily a sign of success, the making of losses is a sign of 
failure.”’ The second part of the sentence is wrong. The marginal cost 
principle may require that losses be made in the short run, and in in- 
dustries with decreasing costs also in the long run. Once the marginal 
cost principle is accepted consistently, neither profits nor losses are a 
criterion of managerial efficiency. The same concern about losses 
appears when the author proposes a Marginal Cost Equalization Fund 
which should collect surpluses and cover losses arising to socialized 
enterprises from differences between marginal and average costs (p. 
108). Such a fund is quite unnecessary in a socialist economy. All such 
losses can be paid directly out of the Social Fund, into which also all 
surpluses should go directly. A special Marginal Cost Equalization 
Fund means only a redundant piece of bookkeeping and deprives the 
socialist economy of one of its advantages, namely, that of being able to 
dispense with the tedious and expensive computation of average costs 
and of fictitious values of sunk capital. Such computations, apart from 
serving as a basis for anticipating future costs, are necessary under 
capitalism in order to determine claims of property (and possibly also 
in order to evade taxes), but they are a useless burden under socialism. 
It seems that the idea that prices should somehow cover average cost is 
not quite successfully repressed in the author’s subconscious mind. 

Dr. Dickinson’s treatment of the general principles of pricing is not 
sufficiently integrated with monetary theory. This lack of integration 
makes itself felt in three places: (1) the question of compensation of 
profits and losses resulting from the application of the marginal cost 
principle; (2) the treatment of interest and of capital accumulation; 
(3) the extremely perfunctory treatment of the problem of cyclical 
fluctuations. 

On pages 107-8 the author maintains that profits and losses of dif- 
ferent enterprises need not compensate. Thus there arises a debit 
balance of the Marginal Cost Equalization Fund (which may be either 
positive or negative). This debit balance seems to appear to the author 
as a quantity independent of monetary policy (cf. also p. 238). But if 
the flow of monetary expenditure for goods and services is equal to the 
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flow of payments of the socialized enterprises for wages, rent, interest, 
and uncertainty-surcharges to individuals and to the Social Fund (in- 
cluding on both sides the accountings for communal consumption), 
this balance must be necessarily zero. Under the circumstances the de- 
mand for various commodities and services adjusts itself so that the 
aggregate surplus of the enterprises where marginal cost exceeds aver- 
age cost becomes equal to the aggregate deficit of the enterprises where 
the reverse is the case. Only through a discrepancy of the two flows, 
which may arise either in consequence of hoarding or dishoarding (in 
the sense of a change in the desire to hold money) on the part of the 
consumers or in consequence of a change in the rate of disbursements 
from the Social Fund, not accompanied by an appropriate adjustment 
of factor prices, can the balance mentioned become positive or negative. 

A better integration with monetary theory also would have enabled 
Dr. Dickinson to give a more satisfactory treatment of the problem of 
interest and of capital accumulation. His theory of interest is of a 
rather old-fashioned type. It relates the rate of interest to the “‘quanti- 
ty of capital” which is interpreted in strictly Boehm-Bawerkian terms 
of the ‘‘average period of production.’’ Both the “period of production” 
theory of capital and the dependence of the rate of interest on the 
“quantity of capital” alone have been subjected to cogent criticism 
(the former by Professor Knight). According to a more modern ap- 
proach the rate of interest is related (as has been pointed out by Mr. 
Lerner) not only to the “quantity of capital” (in the sense of the total 
value of all stocks held in the community) but also to the rate of in- 
vestment (which is a flow). The second relation yields a simple pro- 
cedure for determining the long-period rate of interest in a socialist 
society. This rate must be such as to make forthcoming a rate of in- 
vestment which (given the community’s propensity to save) assures 
full employment (a concept which is, of course, subject to a certain 
conventional arbitrariness) and at the same time does not cause in- 
flation (here again a certain conventional arbitrariness being allowed 
for). Too high a rate causes unemployment, too low a rate leads to 
inflation. The actual level of the interest rate thus established depends 
also on the “quantity of capital” in existence and on the propensity 
of the community to save (as well as on a number of other factors). 
But these determining variables need not be known in the practical 
process of trial and error by which the correct rate of interest is de- 
termined. The “full employment—no inflation” criterion is quite 
sufficient. 
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The rate of interest established in the way indicated produces a flow 
of investment which exactly offsets the ex-ante saving of the commun- 
ity at the point of full employment. If the propensity to save increases, 
our criterion requires that the rate of interest be lowered in order to 
compensate the increased ex-ante saving by an increased rate of invest- 
ment. Similarly, a decrease of the propensity to save requires that the 
rate of interest be raised and the rate of investment reduced in conse- 
quence. Thus it is possible, in theory, to remove from the socialist 
economy the “‘arbitrariness” in the determination of the rate of capital 
accumulation. If no “corporate saving” is done, the only persons who 
save thus being individual consumers, the rate of capital accumula- 
tion generated by a rate of interest established in the way described 
reflects the time preferences of the consumers under conditions of full 
employment. The rate of capital accumulation can thus be made to re- 
flect consumers’ preferences. This corrects not only Dr. Dickinson’s 
treatment but also the reviewer’s previous view expressed in On the 
Economic Theory of Socialism. Through ‘‘corporate” saving or dis- 
saving done by the Social Fund the rate of capital accumulation can be 
made, as a piece of deliberate planning by the authorities, to diverge 


from that set by consumers’ preferences. 
Oscar LANGE 


University of Chicago 


From Marx to Stalin: A Critique of Communism. By James EDWARD 
LeRossiGNoL. New York: Thomas Y. Crowell Co., 1940. Pp. 
x+442. $3.00. 

The appearance of this volume signalizes the addition of yet another 
to that endless procession of books which have dealt with the radical 
thought or radical movements of the last one hundred years and thus 
either directly or incidentally with Karl Marx and his philosophy. 

If effort—where previous effort has been so extensive and where dimin- 
ishing returns must surely eventually become operative—demands jus- 
tification, it will be found in this instance more in the manner of the writ- 
ing than in the nature of the materials involved. Between those, on the 
one hand, who write primarily concerning radical movements and for 
whom Marx’s philosophy is more or less incidental and those, on the 
other hand, who devote themselves narrowly and exhaustively to par- 
ticular phases of Marxism, Professor LeRossignol has chosen a middle 
ground. His book, therefore, will be welcomed especially by persons 
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who are eager, without too exhaustive effort, to find themselves on 
speaking terms with the basic Marxian principles and to understand 
at the same time something of the relationship existing between Marx- 
ism and the general socialist movement. The breadth of the treatment 
may be indicated by the fact that the chapters on Marx which domi- 
nate the book are written against the background of a compact dis- 
cussion of pre-Marxian radicalism and terminate in a contemplation of 
Stalinism and the Third International. Had the author possessed no 
aversion to the borrowed flavor of the title, he might easily have called 
his product “The Intelligent Reader’s Guide to Socialism, with Par- 
ticular Emphasis on the Marxian Analysis.” 

Those who are familiar with What Is Socialism, which came from the 
pen of the same author almost twenty years ago, will find the present 
book more extended, more thoroughly documented, more detached, 
and demonstrating no less capacity for clear and graceful expression. 

Concerning the quality of the arguments themselves or the conclu- 
sions, there is little to which one might reasonably take exception. With 
reference to the chapter on “‘Increasing Misery” it might be observed, 
however, that some students, thinking in terms of the general argument 
and the prevailing assertions of Marx, would probably shy from the 
contention that he even “‘seems”’ (p. 282) to adopt the idea that the 
increase of misery is to be merely a relative one. If, furthermore, in the 
same chapter, one is refuting the general argument concerning increas- 
ing misery by comparing the economic conditions in the period before 
capitalism with economic conditions after its advent, there is danger 
of confusion unless the time of the coming of capitalism is clarified. In 
this instance one must consider Marx’s own ideas, and to him the first 
phase of capitalism began with the period of “manufacture,”’ which 
dates back to the middle of the sixteenth century, or some two hundred 


years before the Industrial Revolution. 
W. A. McConacHa 


Lawrence College 


Full Employment. By Joun H. G. Prerson. New Haven: Yale Uni- 
versity Press, 1941. Pp. ix+297. $2.50. 
The author of this book states that “the reader was warned... . 
not to expect a program for ending unemployment ....theaim.... 
is the less ambitious one of providing groundwork for such a program.”’ 
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Despite this disclaimer, the book does revolve around the author’s pro- 
gram, though it is diffusely stated. It is a very simple one: (1) The 
(federal) government should provide “national income insurance’’; 
that is, that it “guarantee in advance the annual amount of consumer 
spending”’ at such levels as will provide sale for all the goods produced 
at full employment. (2) Backed by this guaranty, businessmen will 
expand production and provide employment and income for most of 
those now (pre-defense) jobless. (3) If, because of monopolistic com- 
petition or otherwise, industry fails to distribute enough income to 
consumers to buy the entire product, government will make good on 
its guaranty by disbursing funds to cover the gap. 

The reviewer believes that inequality of income distribution, en- 
hanced as business activity rises and intensified by the operations of 
monopolistic competition, is the fundamental force behind inadequate 
income of the mass of our producers and the chronic underemployment 
equilibrium. He further believes that there are three ways through 
which this problem can be attacked: (1) better distribution of income 
by industry itself, under public pressures of various sorts; (2) redis- 
tribution of income with a balanced budget, by government taxing and 
spending (with, of course, the right kind of taxes); and (3) redistribu- 
tion of income through the unbalanced budget, by government spend- 
ing based on borrowing or use of interest-free money. Pierson’s pro- 
posal lies entirely in the last two of these three alternatives (though he 
does not distinguish very clearly between them). While Pierson recog- 
nizes the existence of monopolistic competition, he suggests no means 
of dealing with it except the conventional devices of antitrust suits, 
yardstick competition, patent-law revisions, etc., and gives no atten- 
tion to the possibility of establishing less unequal income distribution. 

The book is sophisticated in its use of modern economic theory, and 
there are many thoughtful statements. Thus is the clear statement: 
“It is a mistake to use the analytical device of a normal demand curve 
or demand schedule for labor in circumstances in which the demand for 
products is not independent of the rates at which labor is paid”’ (p. 
145). At the same time the book is weak in its failure to understand 
or utilize the many institutional developments of the past decade. 
Thus it uses “‘production planning” as synonymous with full socialism 
and completely the opposite of “‘production for market.”’ It ignores 
entirely the intermediate techniques of statistical information in aid 
of private production planning. It also ignores the possible use of new 
institutions, such as the Agricultural Adjustment Administration, for 
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joint public-private planning of the production of entire industries 
through democratic procedures, while leaving the carrying-out of the 
plans in the hands of private entrepreneurs. As a result of this failure 
to examine the possible middle grounds between full socialism and un- 
restricted private capitalism, modified only by fiscal operations, the 
book ignores a large part of the field of possible alternative actions (as 
indicated in the reviewer’s type 1 of action). 

The book is also weak in its treatment of tax policies and of types of 
public expenditure. Under the former the thorny problems created by 
the existence and overlapping of local, state, and federal jurisdictions 
are entirely ignored—and with them many of the problems of estab- 
lishing a more rational taxation policy. Only two or three pages are de- 
voted to ways in which the necessary funds might be spent if necessary 
to make good on the income guaranty, and there the treatment is lim- 
ited largely to loans to consumers, direct subsidies such as “social 
dividends” distributed broadcast or to selected groups of individuals, 
public works, and fully owned public enterprises. The vast and poten- 
tially productive uses for federal funds for new social services in the 
fields of education, public health, child welfare, recreation, etc., either 
directly or by grants-in-aid to states, are completely ignored, as are the 
special uses of funds to raise directly the standards of living of the low- 
est-income groups, such as through school lunches, penny milk, free 
surplus foods, food stamps, etc. While the author might argue that his 
“national income insurance” will make all these unnecessary, one 
might be inclined to question whether even full employment would 
mean satisfactory incomes for all families and all regions and no need 
for direct aid to the consumption of those in the lowest-income brack- 
ets. 

The great virtue of the book is its emphasis on the one central fact— 
to maintain full employment, there must be enough buying power 
available and used to make markets for all that will be produced at full 
employment. Its faults are unfamiliarity with some of the ways by 
which that result may be secured and resulting overemphasis on some 
phases of the problem while ignoring or slighting other aspects equally 


important. 
Morpecal EZEKIEL 


Department of Agriculture 
Washington, D.C. 
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British Unemployment Programs, 1920-1938: A Report Prepared for 
the Committee on Social Security. By EVELINE M. Burns. Washing- 
ton: Committee on Social Security. Social Science Research Coun- 
cil, 1941. Pp. xx+385. $2.75. 

This book is indispensable to the student of current social insurance 
problems, first, because it presents a clear account of British experi- 
ence with unemployment policies during the inter-war period 1920-38; 
second, because developments of policy and practice are interpreted 
in the setting of economic exigencies and political pressures which dom- 
inated the period; and third, because of the author’s insight into basic 
problems of unemployment insurance. 

The emphasis of the study is dictated by the trend of social history. 
Although, as the title suggests, attention is given to a variety of pro- 
grams, the major interest centers in unemployment insurance and the 
closely related programs of poor relief, extended benefits, and unem- 
ployment assistance. It is upon these policies of maintenance that the 
British government has relied most in dealing with unemployment. 
The account follows, step by step, the development from a program 
of limited insurance and general, local, poor relief to a comprehensive 
national program of categorical treatment of the unemployed. It ex- 
plains the administrative devices which have brought success to a 
complicated plan and analyzes fairly the advantages and liabilities of 
a dual system. 

Dr. Burns’s interest in unemployment insurance, however, is not 
merely that of a technician in social administration; she has also the 
broader interest in contemporary social history. The development of 
a comprehensive program for dealing with unemployment has become 
a political necessity in Great Britain, and unemployment insurance is 
a favored device for supplying income for men and women out of 
work. The popularity of the method arises primarily not from the 
amount of benefit afforded but from the conditions under which bene- 
fits are granted. “‘The British worker appears bitterly to resent the 
means test and to value a payment given as a matter of right so highly 
that he will even accept a possibly lower payment in return for this 
concession” (p. 329). Here also lies the major financial risk of the in- 
stitution. ‘‘The problem is how to assure that this form of aid is avail- 
able to all and only those types of workers for whom it is appropriate”’ 
(p. 315). 

Dr. Burns finds the protection of a comprehensive scheme to reside 
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not exclusively in insurance features such as reserves and pay-roll 
taxes or in administrative devices for taking insurance “out of poli- 
tics,” though both may be useful, but rather in an appreciation of the 
manifold aspects of the problem of unemployment—its opportunities 
and its hazards—and the untiring pursuit of sound social policy. The 
provision of maintenance for unemployed persons is basic to a program 
for dealing with unemployment, and in this field Britain may feel 
some satisfaction; but this is not the only approach to a solution. 
Training programs, public works, and activities for preserving morale 
should not be neglected, nor should the underlying economic factors 
be left to debate or despair. Dr. Burns foresees an extension of welfare 
services and an increase of government direction in future planning 
which will call for the services of well-trained social workers and wise 
economists as well as those of the efficient administrator. 


HELEN FISHER HOHMAN 
Northwestern University 


The Security Affiliates of National Banks. By W. NELSON PEacu. Bal- 
timore: Johns Hopkins Press, 1941. Pp. 187. $1.50. 

The author seeks to discover the factors contributing to the en- 
trance of national banks into the investment securities business; to 
review the growth and operations of security affiliates; to set out the 
abuses and defects of the affiliate system; and to analyze the regulation 
and abolition of security affiliates. Attention is given also to the legal 
aspects of security affiliates. It is explained that the study deals pri- 
marily with affiliates of national banks “principally because of the in- 
numerable changes and the lack of uniformity in the laws relating to 
state banks.” 

The author shows the transition from the banking which confined 
itself to “short-term, self-liquidating loans to finance goods in the 
process of production and exchange” through the various stages of the 
assumption of investment banking functions by commercial banks, cul- 
minating in their dominant position in the field through the highly 
developed securities business of their affiliates in the late twenties and 
early thirties. He then turns to the abuses and defects as revealed in 
the 1933 investigation of stock-market practices by the Senate Com- 
mittee on Banking and Currency. Much of the material is taken from 
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those hearings and deals mainly with the operations of the National 
City Company and the Chase Securities Corporation. 

The principal abuses are outlined as those which were common to 
the conduct of the investment banking business generally: pool opera- 
tions in the stocks of parent-banks; use of affiliates for personal profit 
of officers of banks and affiliates; and mixing of the commercial and 
investment phases of the banking business. 

The conclusions reached are (1) that Congress might have per- 
mitted affiliates to continue, subject to examination and regulation; 
(2) that if by that method abuses could have been eliminated, it 
would have been better not to abolish them; but (3) that if only 
some of the abuses and defects could have been so eliminated, it would 
have been a mistake to permit the system to continue. The author is 
obviously not happy about the solution but thinks “no more practi- 
cable solution of the problem can be safely proposed.” 

It is evident that this study was prepared some time ago and not 
adequately brought down to date before publication in 1941. The sin- 
gle chart the book contains brings its statistics through 1937. In chap- 
ter ili and chapter vi there is discussion of the Banking Act of 1933 but 
no mention of the Banking Act of 1935, resulting in the former case 
(p. 42) in a misstatement of fact with respect to national bank invest- 
ment in the obligations of any one obligor. 

The discussion of the literature of group and chain banking (pp. 16, 
17) makes no mention of the leading study of that subject. The discus- 
sion of the operations of group and chain banks in the securities field 
(p. 101) makes no mention of Caldwell and Company. While some- 
thing is said of bank use of branches acquired through formerly inde- 
pendent banks for the purpose of providing sales outlets for securities 
affiliates (p. 98), no mention is made of the Bank of America, National 
Trust and Savings Association. 

It is unfortunate that somewhere in the process of writing, revising, 
editing, proofreading, etc., Mr. Peach and the Johns Hopkins Press 
permitted three references (pp. 151, 156, 173) to the “Bank of the 
United States” when they meant the “ Bank of United States,” called 
Joe Broderick, “John” (p. 150), and inserted an extra letter in the last 
name of George W. Davison (p. 172). 

Cyrit B. UPHAM 


Washington, D.C. 
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The Baltimore Clearing House. By Cuartes A. Hates. (“Johns Hop- 
kins University Studies in Historical and Political Science,” New 
Series, No. 27.) Baltimore: Johns Hopkins Press, 1940. Pp. xiii+ 
347. $3.00. 

A clearing house is a mere appendix to the banking setup of a city 
or territory. To write the history of the one as of an entity separated 
from the other is an almost futile undertaking. This is, however, 
just about what Professor Hales tried to do in the present volume. He 
offers first a narrative of successive changes in the membership and 
organization of the Baltimore institution (pp. 1-49) and then a descrip- 
tion (pp. 50-84) of the familiar technique of daily exchanges and 
settlements, consciously registering the changing regulations. This 
technical part makes virtually no reference to the question of compara- 
tive economy resulting from clearings, nor does it discuss the value 
of clearing figures for interpretative purposes. The following pages 
(85-171), dealing with the repeated crisis actions of the Clearing 
House since the early 1860’s, contain a register rather than an analysis 
of such actions, with emphasis upon administration rather than upon 
causes and effects. Consequently, the book’s contribution to the his- 
tory of crises, and even to our knowledge of the clearing house’s role 
in coping with them, is extremely modest. The concluding chapters on 
“Regulation of Exchange Charges” and “Other Regulations” (pp. 172- 
303), including such vital issues as local interest rates, fairness of com- 
petition, examinations, etc., deal again almost exclusively with chang- 
ing patterns of administrative procedure, neglecting as a rule the un- 
derlying aspects relevant either to economic policy or to the banking 
business. 

MELCHIOR PALYI 
Central Life Insurance Company of Illinois, 
Chicago; and University of Wisconsin 


Revenue Bonds and the Investor. By LAURENCE S. KNAPPEN. New 

York: Prentice-Hall, Inc., 1939. Pp. xiii+329. $3.50. 

This is the most thorough and scholarly study yet to appear concern- 
ing a vehicle of governmental financing whose use is steadily growing. 
Local governments in the United States have traditionally secured 
funds for the construction of bridges, water or sewage disposal, and 
other public works by the sale of bonds, for the repayment of which 
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their “full faith and credit’”’ was pledged. It has been only since 1933 
that many bonds issued to finance such utilities have been repayable 
exclusively from the earnings of such projects—the distinguishing 
characteristic of the revenue bond. 

In one sense the revenue bond is a historical reversion to the prac- 
tices of those impecunious medieval rulers who pledged specific assets 
for their loans and to the early American financing of toll bridges and 
toll roads, revenues from which were hypothecated to service the debts. 
While scattered revenue-bond issues occurred in the United States 
after 1901, their extensive use dates from the public work programs in- 
augurated in 1933. Execution of the work programs under the R.F.C. 
and P.W.A. policies required financial participation of the localities 
wherein works were located. These requirements met with the obstacle 
of state debt and tax-rate limitation laws. Localities which had exer- 
cised their general borrowing powers to the statutory or constitutional 
limits were able to evade these restrictions by issuing revenue bonds 
under separate legislation exempting these debts. In a majority of the 
states revenue bonds are not “‘debts” at law because, like special as- 
sessments, they lay no burden upon the community as a whole. Be- 
tween 1933 and 1939 P.W.A. alone was responsible for over 1,100 rev- 
enue-bond issues totaling over $180,000,000 in some thirty-nine states. 
And there are believed to be in excess of one billion dollars of revenue 
bonds outstanding. The states have issued very few true revenue 
bonds. Federal agencies, the New York Port and other “‘authorities,”’ 
and municipalities have been the pre-eminent issuers of these securities. 

Professor Knappen’s analysis of state revenue-bond legislation and 
its judicial interpretation fills a gap left in Fowler’s earlier work on 
Revenue Bonds, which laid undue emphasis on the New York State 
legislation. The statutes differ on several material points. One is 
whether or not the governmental unit must give a mortgage on the 
utility in addition to a pledge of revenue therefrom. From the stand- 
point of the revenue bondholders the author concludes that power to 
foreclose and to operate the property is valuable and should become a 
universal practice. Yet the real security of the revenue bondholder 
clearly lies in sufficiently strong conditions of demand for the service 
of the utility rather than upon power of management. While the bond 
indenture usually requires the municipality to fix high enough rates for 
the service of the utility to yield revenues sufficient to “service” the 
debt, no possible set of rates will be high enough under some circum- 
stances. 
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Professor Knappen well points out (p. 100) that, since revenue 
bonds are more akin to private corporate obligations than they are to 
municipal general-obligation bonds, there is sound basis for some public 
regulation of prospectuses and information supplied bondholders. 
Municipal issuers so far have been free from such requirements with 
respect to revenue as well as general-obligation bonds. When selling 
revenue bonds, a municipality becomes essentially a promoter of a 
specific project and is not a guarantor of its obligations. 

It is regrettable that the problem of municipal tax and debt limits is 
not intelligently attacked directly in order to restrict the use of such 
evasions as the revenue bond or the ad hoc district. Use of the latter 
device has reached an apex of preposterousness in Illinois. 

Professor Knappen’s book lives up to the best standards of scholar- 
ship. A very complete Index of Revenue-Bond Statutes, a Table of 
Cases cited, and a full Bibliography and Index so add to its value as to 
make it a standard work of reference for students and practitioners 


in this field of financing. 
NEIL H. Jacosy 


University of Chicago 


Advanced Accounting. By W. A. Paton. New York: Macmillan Co., 

1941. Pp. xx+837. $5.00. 

For those schools of commerce in which large grists of account- 
ing s.udents are ground twice, this second-year text has much merit. 
Its range and succession of topics, its wealth of well-chosen exhibits, 
and its problem sets are not only convenient but impress upon the 
reader a sense of the broad scope and endless intricacy of the subject. 
For small classes or classes restricted to those who have the ability, 
training, and interest to do serious work, only a small proportion of the 
book is superior to older texts. 

Some portions of the book consist of the best of recent invention, 
e.g., the recording, marshalling, and managing of inventories. None of 
the book is advanced in the sense of showing avenues to the profession- 
al literature or of opening vistas to the future advancement of knowl- 
edge. Much of it impels one to wonder what, concretely, is expected of 
the presupposed first year’s work of “‘substantial character,” e.g., the 
treatment of capital stock and surplus. These are important topics on 
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which the writing falls below the level suited to first-year collegiate 
instruction. 

The treatment of depreciation serves as an example. In an “ad- 
vanced” text by a writer of Paton’s eminence one may not demand an 
explicit cumulation of consistent analytic theory, but one cannot excuse 
the absence of such an implicit theory—much less the presence of mere 
number-juggling in the dress of theory. 

He defines depreciation (p. 256) as the “expiration of the cost of 
buildings and equipment in the course of business operation.” This 
makes the book value a not-expired cost or an “investment.” Accord- 
ing to him, the “principal theoretical objection” (the only one raised) 
to the straight-line formula is that the resulting annual ratio between 
the net income from an asset and the mean investment in it in the cor- 
responding year is, year by year, an increasing function. True, but no 
economic decision turns on the numerical value of a ratio between an 
extinct realization and a residual or not-expired cost. Even in his own 
implausible five-year example (of a fishing launch!) the ratio between 
residual income and residual cost is a constant and is equal to the con- 
stant ratio between expired cost and realized income. With such rich 
material as the straight-line formula one expects better objecting. 

He then asserts (p. 282) that ‘‘the compound-interest methods... . 
derive support chiefly as a means of meeting the objection.... 
above.” Whether the objection is bogus or not, these formulas do not 
meet it except in examples chosen to that end. The value-return ratio 
of the single asset will not, in general, be a constant until fish bite by 
exponential rule. 

Just because the positive merits of the book are so great one regrets 
the more the awkward position of the scrupulous instructor in having 
to take exception to the textbook he requires students to buy. 


Joun B. CANNING 
Washington, D.C. 


History of American Business Leaders: A Series of Studies, Vol. 1: 
Theory: Iron and Steel; Iron Ore Mining. By Fritz Repiicn. Ann 
Arbor: Edwards Bros., Inc., 1940. Pp. viii+18s. 


Despite the progress which has been made in business history in re- 
cent years, the surface of this neglected field has hardly been touched. 
Professor Redlich’s volume is particularly welcome because it con- 
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tributes to the conceptual scheme or frame of reference which the 
scholar needs as a starting-point for research. Any historian whose 
work touches business activities, even though not concerned with the 
iron and steel industry, will find this book definitely useful. 

Without much question the main contribution lies in the first chap- 
ter, “The Theory of the Entrepreneur.” In it the author traces the 
various ideas about the entrepreneur which have emerged from the 
work of economic theorists. For his own study Professor Redlich 
adopts, with slight modifications, Schumpeter’s concept of a creative 
entrepreneur, “the bearer of economic development .. . . the leader 
along new ways” (pp. 12, 15), measuring progress by technological ad- 
vances. Recognizing that the entrepreneur is “‘daimonic””—that he can 
only achieve economic and business progress by destroying old forms 
—the author chooses to concentrate upon the positive or constructive 
side according to Schumpeter’s definition. As a result, the title is mis- 
leading: the only leaders considered are those who have created new 
industrial locations, or made advances in technology, or developed the 
organization of industry (p. 64). Moreover, the only aspects of organi- 
zation considered are vertical and horizontal combinations, and more 
than a quarter of the main text is devoted to British and German iron- 
masters. Hence a more accurate though admittedly less engaging title 
would be “‘a study of certain aspects of certain business leaders.” 

After examining the theory of the entrepreneur, the author presents 
a theory of coevals or generations, as developed by Dilthey and Wechs- 
sler, which he finds useful in the study of history. In brief the theory is 
that each generation of men, because of experiencing the same basic 
events and changes, has a certain unity of perceptions and opinions. 
Professor Redlich rejects alike the extreme individualistic interpreta- 
tion and the view that history is simply the unfolding of social forces: 
‘Men make history, and creative entrepreneurs make economic his- 
tory, not as mere individuals but as men deeply rooted in society, or 
better, in social groups” (p. 25). 

The rest of the book consists of a brief but comprehensive survey of 
leaders in the iron and steel industry as revealed in published sources, 
selected according to Schumpeter’s definition and grouped according to 
the theory of generations. It represents, in short, an attempt to add to 
our knowledge of economic history by a re-examination of old materials 
rather than by incorporating new data. In view of the magnitude of 
the field the author had no alternative if he was to work out an applica- 
tion of his ideas. The American materials, of course, are woefully de- 
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fective, which may explain the inclusion, under the American label, of 
European entrepreneurs. As a result of inadequate sources and limited 
space, the application of theories to men is inevitably brief, almost to 
the point of superficiality. Similarities within a given generation are 
stressed, differences largely ignored. And, despite the author’s ex- 
pressed unwillingness to accept Veblen’s ideas without qualification, 
the book embodies some of the least tenable of Veblen’s provocative 
notions, such as the patently absurd distinction between business and 
industry. This leads the author to dismiss lightly such entrepreneurs as 
Hugo Stinnes who “merely organized existing enterprises into progres- 
sive units,” in favor of the man who “built up his enterprise from the 
ground” (p. 60), although he has previously defined as creative ‘‘the 
carrying out of the new organization of any industry, like the creation 
of a monopoly position” (p. 18). 

It is not the author’s fault that we lack sufficient knowledge of 
American business history to make a scientific application of his the- 
ories possible. In this reviewer’s judgment, however, it is questionable 
whether the effort would be very productive even if we had adequate 
source material. Attention is focused so narrowly upon technical lead- 
ership (in almost a Pickwickian sense of the word) that background is 
ignored and reality escapes. Surely even technological and organiza- 
tional changes must bear some relationship to financial and market 
situations, cyclical movements, and changes in the nature of competi- 
tion. The highly artificial emphasis upon “industry” to the utter ex- 
clusion of “‘business’’ is a serious defect, as is the failure to consider pol- 
icy and management, which have a vital bearing upon creative entre- 
preneurship. One emerges with men neatly classified as to type, space, 
and time, but the whole procedure seems excessively abstract. This is 
taxonomy, when, as biologists now recognize, ecology is the most fruit- 
ful method of approach. 

While making these criticisms, I want to re-emphasize my belief 
that this study forms a real contribution to our understanding of busi- 
ness in perspective. The author’s theories and the illustrations of their 
application are thought provoking in the best sense of the phrase. 
From them every reader, regardless of the state of his mental digestion, 
is bound to absorb something of value. It is a pleasure to add that the 
author, despite the recency of his self-imposed exile, has mastered the 


language of his adopted land. 
Ratpu M. Hower 
Harvard University 
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The Illinois Segment of the Nation’s Economy for 1935: A Bookkeeping 
Picture. By Franx G. Dickinson and Franzy Eakin. (“Univer- 
sity of Illinois Bulletin,” Vol. XXXVII, No. 19.) Urbana: Univer- 
sity of Illinois, 1940. Pp. 132. 

Seven accounts are set up showing for the year 1935 the estimated 
total value of the physical assets distributed among individuals; indus- 
try, commerce, and utilities; finance; banking; government; agricul- 
ture, and tax-exempt institutions. The net worth of Illinois is roughly 
computed at $23,000,000,000, and there was a favorable balance of 
claims owed in the state over claims owed outside of the state amount- 
ing to about $2,000,000,000, while the income produced within the 
state exceeded that received within the state by about $307,000,000. 
For many industries a balance sheet and income and cost statements 
have been computed. 

The chief merit of the study lies in the courageous attempt to meas- 
ure, with the aid of accounting and statistical methods, the wealth and 
income of the state. The conclusions are stated with scholarly humil- 
ity. The chapter devoted to computation of the value of public versus 
private physical assets raises intricate problems of double counting. 
In order to determine the value of public physical assets the original 
cost of production was used as the most practicable assumption, and 
in support of this conclusion it was pointed out that from a theoretical 
viewpoint normal value depends upon cost of production. But streets 
and highways, not being bought and sold recurrently, cannot be said 
to possess normal value, since the city that sells a closed thoroughfare 
obtains only what the highest bidder at the sale will pay. If owners 
buy adjoining paved streets to add plottage value, the removal of the 
paving is a cost that lowers the bid they would otherwise offer. It does 
not follow that the value of public physical assets depends upon their 
costs of production. For want of a better measure for practical use 
cost may be employed, but unless modified by proper depreciation 
charges it becomes a highly unreliable index of the value of public 
physical assets. 

Concerning street improvements, likewise, the assumption is made 
that the value added to privately owned property equals the cost of the 
improvement, and therefore such costs were deducted from land val- 
ues, as well as the values of “‘buildings, furniture, equipment and other 
chattels, etc.,” in order to avoid double counting. But the value of 
property in a city, county, or state does not increase by the same 
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amount as the cost of the improvement when a pavement having a 
twelve-inch base, costing twice as much, is constructed where a six- 
inch base is all that is required for traffic purposes. Moreover, farmers 
occasionally suffer negative special benefits from highway improve- 
ments. This knotty problem of double counting must depend upon a 
theoretical clarification of concepts before the application of the tools 
of statistics and accounting will supply conclusions that inspire con- 
fidence. 

The bulletin might better have been termed “an estimate’’ of the 
Illinois segment. Take, for example, the one account for agriculture. 
Adopting assessed value as the basis, then applying a factor of 44 per 
cent, which the State Tax Commission survey revealed was the per 
cent which rural assessed value was of true value, a so-called true 
value of farm property is derived. This assumes a uniformity of under- 
assessment that is not justified from the data, because the factor of 44 
per cent is itself merely an average that ignores the wide range found 
in actual underassessments and which are important in the attainment 
of accuracy. Why are farm dwellings excluded from the physical assets 
of agriculture and added to those of individuals? Is a survey of short- 
term farm credit made in two counties an adequate statistical sample? 
The difficulties in estimating farm inventories of livestock, poultry, and 
grain on hand have been understated. Such difficulties in determining 
farm income and expenditure likewise run through other accounts. 

Trail blazing usually reveals unexpected difficulties. The writers 
urge that further studies of other “segments” be undertaken which 
might lead to greater clarification of concepts used in this ‘‘explora- 
tory” study. When reliable data of wealth and income are supplied 
there is no doubt but that state and national tax policy may be more 


wisely determined. 
Ernest H. HAHNE 
Northwestern University 


Housing for Defense: A Review of the Role of Housing in Relation to 
America’s Defense and a Program for Action. By TWENTIETH CEN- 
TuRY Funp, Inc. “‘The Factual Findings’ by Mires L. CoLEan; 
“The Program” by the Houstnc Committee. New York, 1940. 
Pp. xx+198. $1.50. 

The Twentieth Century Fund, diverted from a study of the Ameri- 
can housing problem in its broadest aspects by the war emergency, 
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has in this volume produced a survey of government housing in World 
War I to show the restrictions that inadequate housing for defense 
workers imposed upon our war efforts twenty-four years ago. It has 
followed this analysis of the past with a consideration of the elemental 
problems involved in the present defense emergency. In meeting the 
present housing shortage in defense areas, the study recommends 
rapid construction of low-cost housing ranging in price from $2,500 to 
$4,000 for two-bedroom units suitable for rental as well as ownership. 
Title VI of the Federal Housing Administration is a logical develop- 
ment of these recommendations, for it encourages building of low-cost 
houses in defense areas. 

This volume has the merit of a report that was prepared speedily 
enough to guide administrative policy without sacrificing a scholarly 
analysis of past experience and the basic elements of the present 
housing defense problem. 

It is obvious that housing bottlenecks are created by shifts of in- 
dustry to new locations, and hence the fundamental problem is one 
of industrial location, modified as it is by construction of new defense 
plants which may well attract industries from obsolete plants when 
the defense orders have been filled. An intensive study of the economics 
of industrial relocation would be one of the most fruitful topics for 
future research study. 

Homer Hoyt 


Chicago Plan Commission 
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